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Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 
countancy ; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold 
relations with other organizations of accountants, both within 
and without the United States of America; to establish and 
maintain a library, and reading rooms, meeting rooms and social 
rooms for the use of its members; to promote social intercourse 
among its own members and between its own members and the 
members of other organizations of accountants and other persons 
interested in accountancy or related subjects; and to do any and 
all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 


> 


The New York CertiFieEp Pusiic ACCOUNTANT its issued 
quarterly to members. Copies may be obtained at the office 
of the Society at twenty-five cents per copy. All other 
communications relating to this publication should be 
addressed to the Committee on Publications. 


Copyright, 1937, by 
THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


[The matter contained in this publication, unless otherwise stated, will 
not be binding upon the Society; and it should be understood that any 
opinions expressed in articles published herein are the opinions of the 
authors of the articles, respectively, and are not promulgated by the Society.] 


| 
t 
| 
| 
» 


The New Y ork 
Certified Public Accountant 


Tue New York STATE SOCIETY OF 
CERTIFIED Pusitic ACCOUNTANTS 


January 1937 


TABLE OF CONTENTS 


PAGE 
The Revenue Act of 1936 and the Problems 
It Presents to Executives 
Procedure in Tax Cases before the Board 
of Tax Appeals and the Courts 
The Practicable Application of Tax Principles 
The Corporate Surtax on Undistributed Profits 
Imposed by The Revenue Act of 1936 


OFFICE OF THE SOCIETY 
30 BROAD STREET + NEW YORK 


fy 
| 
j 


The Revenue Act of 1936 and the Problems 


it Presents to Executives 
By DEAN JouHN T. Mappen, C. P. A. 


HE Government is criticized by business for not balancing the budget, 

but when a bill is brought in which levies taxes aimed to attain a bal-. 
anced budget, the bill is criticized by business, and the criticism too often 
is destructive and not constructive. In fact, while The Revenue Act of 1936 
was under consideration, one agency representing business recommended 
that the pending bill be scrapped, and that no new taxes be imposed until 
after a sound fiscal program for both expenditures and revenues had been 
prepared. 


A recommendation of this character does not reflect credit on those 
making it because the time to collect taxes is when the revenues are there to 
tax and everyone knows that we have had a significant advance in business 
activity. I do not know of any responsible business group which has at- 
tempted to prepare a model tax bill, although the unbalanced budgets of the 
past few years and the obvious necessity for heavy expenditures for one or 
two years more was a plain warning to business of heavy taxes to come. 


I do not know of any tax that is popular. I do not like to pay taxes 
myself and I know that my own tax bill will reduce my standard of living 
more than I would wish. 


Undoubtedly there has been great waste in governmental expenditures. 
Social experiments are somewhat akin to the experimental expenditures 
which business incurs. It is easy to criticize such expenditures both in Gov- 
ernment and business in the light of that wisdom which comes from hind- 
sight. We find bad management both in business and Government. But 
when the bill for governmental expenditure or business expenditure has been 
incurred it must be paid, and the Government is now in the same position as 
a business which has a heavy deferred charge that must be amortized. It is 
sometimes worth the cost to learn what not to do in the future. 


The facts are clear that the tax burden on individuals and partnerships 
was heavier than on corporations and in the ten year interval from 1926 there 
was a marked transition from the partnership form of business enterprise to 
the corporate form. Undoubtedly this was not due wholly to the tax incident, 
but the latter had a great deal to do with the change. As was pointed out 
in the hearings before the Senate Committee on Finance, corporations were 
able to average the earnings and losses of stockholders over a series of years 
by retaining earnings in years when rates were high and distributing them 
when rates were lowered. At least, they could speculate on that possibility. 
The individual or partnership had to pay his tax in full in the year when the 
earnings were realized. It would perhaps be an ideal arrangement to provide 
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for a plan for averaging losses over a cycle for all forms of business enter- 
prise. Was this not the plan of Joseph in Egypt? The requirement of pay- 
ing taxes on a yearly basis works a great hardship in an economic era such 
as we have had since 1914, when there were alternating periods of prosperity 
and depression somewhat more rapid as well as more violent than usual. An 
ideal arrangement would probably help business, but there never would be an 
end of tax adjustments and the cost would seem to be prohibitive. 


There was another door of escape. Owners of corporate business by 
withholding earnings could build up the book value and market value of the 
stock and on sale thereof, realize the profit in capital gains which were tax- 
able at a lower figure. But there is something to be said for this practice too. 
There are always two sides to any question. The corporation which has 
retained earnings in a period of prosperity is in a position to draw upon its 
surplus in a period of depression. This was in evidence during the past seven 
years. The stockholders in these fortunate enterprises received more or less 
regular dividends when their other sources of income were diminished or 
dried up altogether. Moreover, the maintenance of a regular dividend rate 
improved the investment standing of such companies and will aid them when 
they seek fresh funds in the money market. 


The proposal to tax undistributed income is not by any means a new 
idea. It was proposed by a former Republican Secretary of the Treasury 
and was once before Congress. The suddenness of the existing proposal 
was a shock to business and perhaps the necessity for making hurried ad- 
justments is somewhat unfortunate. It is to be regretted that the pro- 
posal did not come earlier before Congress and that business did not have 
more time to prepare for the new law. But I think that we will all agree that 
business managers have acquired some agility in meeting the problems of 
the past few years! Golf scores have suffered at any rate and blood pres- 
sures have risen! 


Many of the large surpluses of corporations can be traced back to the 
panic of 1920. They were in fact largely built up as an aftermath of that 
disturbance. We will recall that there was a period of great business pros- 
perity during and after the war and that the stock market made new high 
levels. Business men became over-extended at the banks, largely due to the 
financing of inventories, and when the panic of 1920 broke loose, banks 
frantically called loans. In fact, many banks were extremely ruthless in 
some instances. I recall the instance of one corporation in which I held 
stock which had a line of credit at the banks amounting to $1,500,000 of 
which they used only $950,000. The banks demanded a reduction to $350,000 
within sixty days. They were told to come and take the business. But that 
illustrates the calibre of some of the men who were at the helm of the bank- 
ing ship in those days. Some of them were not any better even in 1929. 
At any rate, the result was that corporations of excellent standing were forced 
into the money market and compelled to issue short-term obligations at 
high rates of interest with a sizeable discount added for good measure. In 
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other cases, where business could not take this means of replenishing the 
treasuries, great sacrifices and losses were sustained in meeting the de- 
mands for the repayment of bank loans. As is usually the case, the economic 
reaction went excessively in the other direction. Corporations then began 
to build up their surplus accounts, meanwhile declaring smaller dividends 
so as to be more and more free from the banks. The prosperous years from 
1923 to 1929 aided corporations in carrying out this policy. The result was 
that large amounts of corporate excess cash reserves flowed into the stock 
market and increased the amount of loans on securities. There is no doubt 
but that this factor contributed greatly to the excessive speculation that took 
place and which culminated in the crash of 1929. 


Notwithstanding the fact that there was a tax on corporations improperly 
accumulating surplus, comparatively little was done to force the distribution 
of surplus accounts which in too many instances had increased far beyond 
the reasonable needs of the businesses. I think that it is true to say that 
the taxing authorities took a liberal view of this matter. Obviously, this 
prevented the imposition of the surtax on shareholders. Incidentally, as I 
have said, these surplus accounts did serve a good social purpose after 1929 
because many corporations utilized them to pay dividends to stockholders 
during the depression. I have seen an estimate of this amount totalling 
over 20 billion dollars, but I do not know how accurate the estimate may be. 
Nor do we know how far the threat of Section 102 of the Revenue Act 
forced the distribution of corporate surpluses. Mr. Fernald thinks that un- 
doubtedly it was very large. I think it was not large enough. But taking 
the matter as a whole, it may also be said with considerable assurance that 
if the surpluses had been forced out into the hands of stockholders rather 
than accumulated to such an extent as they were, the Government would 
have received in the meantime much greater sums in taxes because the dis- 
tribution of the surpluses actually was made in a later period when many 
stockholders had little or no other income or greatly reduced incomes. So 
that whatever the stockholders may have gained in the way of benefits from 
this policy during the depression, the Government certainly lost considerable 
sums in taxes. 

The tax situation in which we find ourselves is not an isolated phe- 
nomenon in the social picture. It is, on the contrary, related to the whole 
philosophy of financial reorganization which goes back to the era before the 
war. There is no doubt in my mind that the idea of a better distribution 


_ of wealth lies somewhere in the consciousness of law makers. Have direc- 


tors of corporations either consciously or unconsciously gone too far in with- 
holding profits from distribution? There is evidence that this has been 
done in some instances with the result that stockholders have been forced 
to make an additional investment in the company to the extent of surplus 
withheld that might well have been released to them. It is beside the point to 
counter with the statement that the stockholders have the right to force the 
surplus out by electing a board of directors pledged to that end. The dif- 
ficulty of mass action of stockholders in large corporations is well recognized. 
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And, of course, we know that some corporations were organized for the ex- 
press purpose of tax avoidance. 


In seeking fresh sources for taxation, the Government noted the profits 
made by corporations and instead of raising the rates on profits, (this pro- 
posal, by the way, aroused considerable opposition) it imposed a surtax on 
profits in addition to the regular tax but relieved the corporation from pay- 
ing such tax if it passed them on to the stockholder in such a manner as 
to cause him to pay the tax. This means that the corporation which at- 
tempted to conserve its cash through the payment of a stock dividend would 
not get credit for such dividend if it was in a form non-taxable to the stock- 
holders. 


The net income upon which the tax is imposed is an arbitrary figure. 
It is not based upon the earnings or profits of a corporation computed in ac- 
cordance with sound business practice and accepted accounting practice. It 
is a surtax on a so-called net income computed upon a statutory formula. 
Due to certain other circumstances we must admit that it is not a perfect 
piece of legislation and that it has many objectionable features. But if busi- 
ness will take a more objective attitude toward the whole problem of social 
reconstruction and taxation, it will be possible to remedy much of the defect. 


If a new bill is to be written, there may yet be time to prepare a com- 
prehensive bill for the next session of Congress that will raise the revenue 
required by a more simple and equitable process. Unless this is done, such 
changes as will be made in the present act will still be patchwork. As 
unpopular as taxes are, and as much as we hate to pay them, we should 
approach the problem in somewhat different fashion than our first inclina- 
tions may prompt. And I am inclined to the belief that if we pay the price 
necessary to get out of debt, our experience nationally will be somewhat akin 
to that of the individual who gets out of debt. Our horror of getting into 
debt again, except when a serious emergency requires it, will be the best 
safeguard against waste and extravagance. During the next few years, our 
people will have an opportunity of learning how acutely taxes created by 
waste and extravagance will press upon their standards of living. That 
standard was by no means as high as it should have been. One cannot travel 
around this country without observing how many of our people are inade- 
quately housed. Neither can one have daily contact for a period of a quarter 
of a century with students and graduates—a representative cross-section of 
our people—and fail to ponder on the slow progress we have made in com- 
parison with that which we should have made in improving living conditions. 
Social costs are to be a major factor in our taxes. This we must face frankly. 
But if we face our tax problems in a spirit of enlightened self interest, the 
solution of other problems will more readily appear. 


The dispersion of surplus accounts may not contain as much of evil as 
some may imagine. After all appropriate reservations have been made for 
depreciation and other contractual obligations, is there any legitimate reason 
why the stockholder should not receive his portion of the surplus? The sole 
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trader or partner has the option of reinvestment in the business or the use 
of his profit elsewhere. There is no logical reason for denying the stock- 
holder the same privilege, nor do I see any reason why the Government is 
not entitled to the same moiety or share that it extracts concurrently from 
the sole trader or partner. 


The retention of unnecessary surplus, sometimes called “plowing back 
earnings,” constitutes a forced investment by stockholders. Security analysts 
in reporting earnings on common stock frequently overlooked the substantial 
amount of such earnings that were due to impressed surplus. Some corporate 
managers were rated as very smart chaps because of the high rate of earnings 
on common stock, but the fact was often overlooked that they were trading 
on an equity as well as using a goodly amount of invested surplus in pro- 
ducing the earnings. 

Plowing back earnings often leads to unwise capital expenditures. A 
wiser measure of growth in fixed capital investment may be a blessing and 
not a detriment. We are familiar with the tremendous amount of capital 
structure adjustments that have taken place in recent years due largely to 
the writing down of fixed capital investment. How much of this was unwise 
investment? No one knows exactly but we may hazard the guess that some 
of it was. And we may speculate upon the advantage which would have 
accrued to the stockholder if he had been allowed to invest his own surplus 
instead of allowing the directors to invest it for him. This the new Act will 
accomplish. 

Even in prosperous times, the number of corporations which reported no 
taxable income or losses on operation was surprisingly large. These losses 
fell upon the creditor class to the benefit of the consumer class for the latter 
received goods and services for less than the cost to produce them. 


It is alleged that the high tax rates discourage business investments by 
men of wealth. I think that this may be true to the extent that certain men 
of wealth who have made their fortunes may be tempted to withdraw or at 
least not make future commitments. But I think that this fear is largely 
overdrawn. Some do not realize that as a nation we have become rich in 
capital. From a debtor nation before the war we emerged into a creditor 
nation after the war, and while we have lost considerable, if not all of that 
position on the international account, the fact remains that even without the 
cheap money policy of the Government, capital returns were bound to be 
lower than in earlier times when there was a scarcity of capital. The enter- 
prising spirit of the entrepreneur will lead others into venturing to replace 
those who may withdraw even though the returns are to be lower for the 
newcomers. At any rate, our neighbors abroad, who are often more accurate 
in their judgment of our conditions than we are, have sent overseas some 6 
or 7 billions for investment for one reason or another. Evidently this country 
is a safer haven for capital than their home countries. 


Let us therefore evaluate the new tax bill in the terms of the newer con- 
ceptions of finance which are not alone domestic but international in scope. 
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I am convinced that the distribution of profits which is the underlying theory 

of The Revenue Act of 1936 provides an additional basis for sound business ~ 
revival. In fact, this very revival of business may be a substantial measure 
of aid to those corporations which are alleged to be the greatest sufferers 
from the legislation. It is true that previous study by economists and tax 
authorities has led to the conclusion that a tax of this character was eco- 
nomically undesirable. But these conclusions were drawn on the premise of 
a different financial mechanism. Let us look at this factor for a moment. 
The Government is in control of the money market. I have not the time, nor 
is this the place, to discuss the details, but I cannot imagine any more propi- 
tious time in our history to try the experiment inaugurated by the Act. 
Money rates will be what the Government wishes them to be. They are low 
now compared to previous periods. For example, the prohibition against the 
allowance of interest on commercial deposits has cut from % to 1% per cent 
out of our basic interest rates in this country. Never before were banks in a 
better position to make sound loans. And if banks will not make sound loans, 
some new mechanism will surely be devised to take care of this condition. 
Never before have we possessed such effective machinery to control the 
movement of rates. Sooner or later, the market must seek sound investments 
in corporate enterprises. Both senior and junior financing at reasonable rates 
is encouraged. Obviously, investors must likewise become accustomed to lower 
rates of return on both classes of securities. I mention these things because 
they are directly related to the new conditions created by The Revenue Act, 
although their relation is somewhat obscured by the more pressing problems 
such as estimating earnings, and arranging for dividends and wage adjust- 
ments. Corporations wlich are entitled to credit should have no difficulty in 
inducing present or new investors to buy securities. Similarly, corporations 
entitled to credit should find no difficulty in obtaining it at the banks for their 
legitimate needs. The others, that is those who are not entitled to accom- 
modation, should be liquidated to avoid further losses. This condition will 
last as long as the present monetary policy of the Government shall prevail. 


I am somewhat embarrassed in appearing before my fellow members of 
The New York State Society of Certified Public Accountants this evening to 
talk on the subject of this tax on undistributed net income after you have all 
received the October, 1936 issue of The New York Certified Public Accountant, 
which contains the excellent paper read before the Society in New York City 
by Mr. Henry B. Fernald. He always does a complete job whenever he 
undertakes a task and leaves nothing for anyone else to do. In the same 
issue, there appeared the equally excellent paper of Mr. Edward H. Green, as 
well as answers to questions by Mr. Mattersdorf, Mr. Ellis and Dr. Klein. 
These completely exhausted the subject which was originally assigned to me. 


The general and specific objections which have been raised against the 
imposition of this tax at this particular time, and in this particular manner 
are valid in part and the bill does need revision. However, the objections fall 
before the financial needs of the Government. In such emergencies, most gov- 
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ernments like our own procure their revenues in the quickest and easiest way 
possible, more or less regardless of the consequences and effects of the tax 
levy or the ability to pay it. 

Good lawyers assure us that the present law is probably constitutional, 
and hence we must for the present either pay the tax imposed or distribute 
the income. If the present law is to remain as a permanent feature of our 
fiscal policy, and I believe that this Act or some modification of it will be, it 
may have profound social and economic consequences. In fact, it may help 
greatly in developing a more sound policy of corporate finance. Accordingly, 
I shall not duplicate what Mr. Fernald did so admirably in the paper to which 
I have referred. If you have not read it, you may still read it with profit. 


And so, I first ask the question, do we need a revision of some of our 
philosophy of accounts and law in relation to corporations? 


Alice in Wonderland found nothing more strange in her travels than we 
find in this maze of corporate relationships. The corporation, as we know, 
is an artificial person, a fiction of the law, whose separate personality is 
clearly recognized at times and conveniently forgotten on other occasions. 
For example, we commonly hear it said that the stockholders “own” the 
company. And it is true that they are often regarded as joint owners of the 
enterprise, somewhat in the nature of partners. On the other hand, when 
creditors of a corporation endeavor to reach these joint owners in the case 
of insolvency, they are confronted with this artificial personality, this fiction 
of the law, which stands between the creditors and the joint owners. The 
notion of joint ownership seems to have influenced the Supreme Court of 
the United States, which has laid down what is apparently a simple and 
workable rule, namely, that if a stock dividend does not change the pro- 
portionate interest of the stockholders, the stock dividend is not taxable; 
otherwise it is taxable. This necessity of preserving the interproportionality 
of the stockholders seems to me to rest upon the theory that the stockholders 
are joint owners or quasi-partners. 


A moment’s reflection, however, should show us that the concept of the 
artificial personality on the one hand, and the partnership or joint ownership 
concept on the other are incompatible and contradictory and simply do not 
make sense. When we use the word “shares”, referring to capital stock, 
there is a further emphasis of the partnership notion, but it is clear that no 
amount of logic can reconcile the idea of “shares” in an artificial person any 
more than we can be said to have “shares” in a natural person. 


A corporation at its birth neither owns nor owes anything. It acquires 
its original assets, either cash or property, from persons who elect to become - 
“stockholders” and who receive pieces of paper called stock or shares as 
evidence of their investment or of the transfer of their property to the artifi- 
cial person. The corporation thereupon owns the property transferred to 
it and the corporation “owes” the value thereof to its stockholders. It is 
true, of course, that there is no definite date of payment for this specialized 
debt of the corporation except the date of final dissolution. 
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In our reasoning, we should always keep clearly before us the fact that 
the stockholder does not “own” the asseis of the company, but he does “own” 
his stock. In our reasoning we must also keep separate and distinct the 
natural and the artificial persons. Most writers on the theory of accounts 
have designated the aggregate sum of the capital stock and surplus by the 
term “proprietorship”, and this, I think, is a cardinal error in our philosophy 
of accounts, because the elements which make up this aggregate sum are 
not the same in essence. 


After the initial investment of the stockholders, as the corporation pro- 
ceeds on its career, the artificial person secures title to other funds or prop- 
erty issuing to those who contribute them, evidences of the transfer, such 
as notes or bonds. At this point, continuing to view our corporation in its 
aspect as a separate personality, it has two classes of debt, viz., the shares 
of stock and the bonds or notes; both are evidences of property turned over 
to the artificial person and the notes and bonds are senior liabilities while 
the stock is a junior liability. At this point the corporation has no true 
net worth. The fact that the notes and bonds have different rights, priority, 
security, or rates of return from stock does not alter the essential fact that 
all are debts of the artificial person. If they are not debts, then the legal 
fiction of the corporate entity vanishes as completely as the rabbit which 
the magician puts in his hat. 


Let us continue with our development of the artificial personality. We 
will assume that the company is successful and that it has a substantial sur- 
plus. What is the nature and character of the surplus? If the capital stock 
is a junior liability and the notes or bonds are senior liabilities, surplus must 
then constitute the “proprietorship” of the artificial person. The stockholders 
do not own the surplus in the sense that they own their stock. The cor- 
poration “owns” the surplus if it can be said to have any owner. Surplus 
is not property—surplus is a wholly abstract concept—an account on the 
books. The stockholder therefore does not own the surplus and even if one 
would say that the stockholder had a tenancy in common in the surplus, such 
a legal right is quite a different thing from ownership in fee simple. And 
so then, we come to this conclusion. The stockholder does not “own” the 
corporate assets even if he is the sole stockholder, nor does he “own” the 
surplus. The stockholder owns his stock, both the original issue and the 
dividend stock, while the artificial person or the corporation owns the surplus 
if it has any owner. 


Let us take the next step in our reasoning. Our corporation is ready to 
pay out a dividend, and here again I wish sharply to distinguish certain 
terms. We are prone to say loosely that the corporation distributes its sur- 
plus. It does no such thing. You cannot distribute an account on the liabil- 
ity side of the balance sheet. What the corporation does is to dissociate its 
surplus by converting net worth or proprietorship into a liability and assets 
are distributed in the payment of that liability. Accountants recognize the 
dissociation of surplus by making an entry debiting the surplus account and 


crediting the liability account, “dividends payable.” Tie nature of the trans- 
action is not changed in any way by the terms of the dividend payment. If 
the dividend is to be paid in cash, the credit is to “cash dividend payable” 
account; if it is to be paid in notes, the credit would be made to an account 
suitably described as “dividend payable in notes,” and if a payment is to be 
made in stock, the account to be credited would be “stock dividend payable.” 
The liability having been created, the payment will ultimately be made either 
in cash, or other property, or notes, or stock. 


We now come to the very heart of the matter of stock dividends, for the 
courts have held that stock dividends which do not alter the proportional 
interest are not income in the hands of the recipient until they are converted 
into cash. No one questions that dividends payable in notes or script are 
income in the hands of the recipient, but stock dividends for some reason are 
accorded different treatment. Of course, if an individual purchased stock in 
a corporation at a time when the book value was $150 per share, of which $50 
represented surplus, and if, thereupon, a stock dividend of $50 per share was 
declared, such a dividend is a return to the stockholder of a part of his invest- 
ment. He now has two pieces of paper in place of the one he formerly had. 
And if a cash dividend of the same amount had been declared, the dividend 
still would be a return to the stockholder of a part of his investment. But 
suppose that the stockholder having purchased his stock with a book value 
of $150 a share holds it until the book value has increased to $200 a share and 
that, thereupon, a stock dividend of 100 per cent is declared. In that event, 
the stockholder receiving the dividend stock should apportion one-half of it 
as a partial conversion of his investment and the other half as income; and 
likewise, if a cash dividend was declared, one-half of the dividend would be on 
account of the principal of his investment and. one-half income. In other 
words, it must be clear that a dividend declared to a stockholder out of sur- 
plus earnings acquired by the corporation subsequent to the date on which 
the stockholder acquired his stock is income, whether received in cash, or in 
notes, or in the stock of the corporation. This is sound economics, proper 
accounting and should be good law. 


It is obvious that in computing the amount of his income the stockholder 
would have to know what the surplus of the corporation was on the particu- 
lar date on which he made his investment, and this, of course, would be 
impossible unless a daily balance sheet was prepared. However, the diffi- 
culty of computing the amount of the stockholder’s income has no bearing 
upon the principle involved. A workable rule to serve practicable purposes 
for tax or other situations would be necessary but the logic of the situation 
is perfectly clear. 


It will be objected that in the case of the stock dividend, the stockholder 
must sell his stock in order to convert it into cash and that in doing so he 
loses his interproportionality in the stockholdings. While this is true, it 
seems to me that that has absolutely no bearing on the matter whatever, 
insofar as the question of income is concerned. The question of maintaining 
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the interproportionality is the stockholder’s own business in which the law 
should have no interest. 

To sum up; our philosophy of accounts which teaches that the capital 
stock and surplus taken together constitute the proprietorship of a corpora- 
tion is false philosophy. The only net worth or proprietorship of the corpora- 
tion as an artificial person is the surplus. Surplus is dissociated—not dis- 
tributed. The dissociation of surplus involves a creation of a senior liability 
or a debt and that debt may be liquidated by the payment of cash or by the 
creation of fresh junior debt “capital stock,” or by the creation of new senior 
debt. Stock dividends declared out of surplus earnings of the corporation 
after the stockholder acquired his stock are truly income in the hands of the 
recipient. The maintenance of the interproportionality of the stockholdings 
should not be a matter of concern to the taxing authority. 


Of course, this conception of the nature of capital stock does not agree 
with our present legal or accounting philosophy. The senior liabilities have 
stated due dates. They are limited and definite in amount and they carry no 
right in management and control as long as the business unit remains solvent. 
The stockholders’ equity is not a legal liability, nor is its claim measured by 
any fixed amount, but it is a residuary interest in the net assets. Moreover, 
under the trust fund doctrine, the law views the legal capital of a corporation 
as a fixed fund paid in by the stockholders who enjoy the privilege of limited 
liability and upon which the creditors may rely for repayment. The capital 
stock fund indicates the amount by which corporate losses can be sustained 
before the creditors are called upon to bear any of the loss. But this confu- 
sion which runs all through our legal and accounting philosophy seems to call 
for a new point of view, or at least a clearer recognition of the fact that we 
are continually shifting our point of view, treating the corporation at one 
moment as a personality, separate and distinct from the stockholders, and at 
another time ignoring the artificial personality and regarding the stockhold- 
ers virtually as partners or joint owners. 


Obviously, the stock dividend situation is in a muddle and the principal 
difficulty seems to be on the matter of attempting to preserve the proprietary 
relationship of the stockholders to the company or among the stockholders 
themselves. But unless we are to take the viewpoint that the stockholders 
are partners, I do not see how the question of interproportionality should 
enter into the situation at all. The Supreme Court in the Koshland case held 
that the decision in Macomber vs. Eisner did not mean that all stock divi- 
dends were tax free but only those which did not change the interproportion- 
ality. In this case, the company had preferred and common stock outstand- 
ing and it declared a dividend on preferred stock payable in common stock. 
The taxpayer contended that the dividend was taxable and the Government 
contended that it was an ordinary stock dividend and hence not taxable. 

Hence, the court rules that a dividend in common stock to the holders of 
preferred stock does change the proportionality which previously existed. 


On the other hand, the United States Board of Tax Appeals (34 B.T.A. No. 
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180) has ruled that where a corporation which had only common stock out- 
standing declared a dividend in preferred stock, such dividend was not tax- 
able on the theory that such a dividend was a pure stock dividend since the 
interproportionality of the holdings was not changed. 

One or two other points may be mentioned. 

In view of the present attitude of the Government toward holding com- 
panies, the provision in the law designated as 112-(b)-6 is fair. The Govern- 
ment should not by one piece of legislation encourage or force the dissolution 
of public utility holding companies and by another statute make it costly to 
comply. This is not the place nor the time to discuss the holding company 
device. The holding company can be taxed out of existence and the present 
law tends to force simplicity of corporate structure. 

Corporations with a deficit in the surplus account but which are making 
profits must, of course, pay their normal tax and are likewise subject to the 
surtax. It may happen that avoidance of the surtax can only be had at the 
risk of the payment of a dividend contrary to a statute which provides that no 
corporation may pay a dividend while its capital is impaired. The logical 
remedy for the situation is the one which has been very generally adopted— 
a reorganization of capital structure. I see no reason why Congress should 
have legislated in favor of a corporation with a deficit in its surplus account 
but which has taxable net income. The reconditioning of the corporation 
must come out of the stockholders in any event, either through a reorganiza- 
tion of capital structure, in which case they take the loss presently, or out of 
future earnings through applications of surplus to the deficit. 


The ordinary stockholder reports his income on the cash basis. If the 
Government was to collect the full amount of its possible tax this year, it was 
required to put in the provision that the stockholder must receive his divi- 
dend check so as to include it in his 1936 return. Otherwise the company 
could not receive the credit. Admittedly this was a difficult matter to handle 
if the full amount of tax was to be received by the Government. Almost any 
method that might have been adopted presented difficulties. There are sev- 
eral alternative methods and possibly the experience of this vear may sug- 
gest some more workable rule in this matter. Some arbitrary method had to 
be employed it the fullest possible tax was to be collected. My own sugges- 
tion is that the law be amended to provide that at least the payment of the 
dividend prior to December 31 be deemed to be constructive payment to the 
stockholder who would be required in that event to include the item in his 
return on March 15. 

Another objection raised against the law is that a corporation which is 
heavily in debt and which is struggling to get out of debt is required to pay 
dividends when the cash might otherwise be employed more advantageously 
in reducing the debt. In this case, the corporation, we will assume, was able 
to avoid receivership because the creditors had confidence in the ability of 
the management to work itself out of the difficulty. If the corporation were 
insolvent and in receivership in any Federal or State court, it would not be 
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subject to the undistributed profits tax. Admittedly this is a difficult problem 
and the law may work severe hardship on a corporation so conditioned. Such 
a corporation could not sell securities to pay off its loan in most instances 
and obviously the creditors want their money. The imposition of the full 
tax might be necessary especially if the creditors were insistent upon full 
payment. But it would seem that if the management is making progress 
as we have assumed, the enlightened self-interest of the creditors would 
prompt them to work with the company to the end that the best interests of 
creditors and stockholders be served. One can hardly expect the Govern- 
ment to be responsible for the unfortunate condition into which the manage- 
ment of the company got itself. 

It is obvious that the law tends to restrict the employment of current 
earnings in an investment in inventories or capital additions. While this 
policy gives a wrench to our former ideas of the wisdom of investing a sub- 
stantial portion of earnings in expansion, yet it seems to me that no real 
hardship will result under present conditions. Experience may suggest modi- 
fications allowing retention of more earnings than is permitted now. Appro- 
priate expansion of inventories may be financed out of bank loans—the banks 
are bursting with funds available for such purposes. In fact, I believe banks 
should seek good loans more actively than some are now doing. If a bank 
will not loan money for inventory expansion in a given case, perhaps that may 
be a good thing—the prospective borrower is protected against over-expan- 
sion. Moreover, this will be a potent force in checking a tendency toward 
unwise speculation in commodities. Capital additions should be financed by 
capital borrowing, part of which also might be used for inventory expansion. 
Under money market conditions as they are at present, wise and legitimate 
expansion is not difficult. Our money markets are under control of the Gov- 
ernment which has so far at least proceeded in an orthodox manner in its 
operations. 

It is unfortunate that corporation officials under the present act are 
forced to estimate the earnings of the last months of a period, where there is 
the desire to pay dividends equal to the amount of the year’s earnings. I 
hope that the Government shall be so.agreeably surprised with the tax col- 
lected this year as to see the wisdom of amending the act as to give some 
additional leeway in the matter. 

The Government on the other hand should cooperate more effectively 
with business in determining the propriety of allowable deductions. I refer 
to the items of depreciation and obsolescence. In view of the fact that the 
disallowance of certain deductions may seriously affect the final determina- 
tion of taxable net income and since the controversy may drag on for some 
years under the present procedures, some measure of reform is necessary. 
It has happened that the allowances already approved by the taxing authori- 
ties may not be a fair allowance for 1936 or some subsequent year. Some 
machinery should be set up which would determine more readily and authori- 
tatively these important questions if the present Act is to remain in force. 
For there is no question that this Act places extraordinarily heavy responsi- 
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bilities upon directors and officers of corporations who in the exercise of their 
best judgment may make honest mistakes that will later prove costly. And 
it is a sound principle that the law should not make the burdens of officers 
and directors intolerable as otherwise the most capable men will not be in- 
clined to serve in these capacities. 


We are living in an age of rapidly shifting economic movements which 
is further complicated by numerous and rapid advances in scientific and 
engineering achievements. The result is that matters which do not seem to 
be material or important today have a way of becoming very material and 
important several years later. When it develops later that honest mistakes 
in judgment have been made, it is difficult to recreate the circumstances 
atmosphere of the earlier period in meeting the attacks of sapient critics 
whose wisdom is derived from hindsight and who now know so wisely what 
they or no one else could possibly know before. 


In this connection, I am thinking of the situation which will be presented 
in the later audit of 1936 returns when the attitude of the examiner uncon- 
sciously will be to resolve all doubts in favor of the Government. His posi- 
tion is delicate enough and his responsibility is great. He has constantly 
before him the fact that his own acts are subject to later review and that his 
discretion and judgment may be questioned. The attitude of “disallow and 
let the taxpayer fight it out” is not the correct philosophy of today. If the 
Government is properly concerned in aiding the farmer and the laborer, in 
regulating the security market, in protecting the investor, in umpiring the 
controversies of the market place, it is also properly concerned in seeing to it 
that as near an approach as we can make to absolute fairness to the taxpayer 
shall be attained. 


It is not unlikely that there will be many cases on the dividing line where 
the field agent, several years after the event, will be placed in a position 
where his decision must tend inevitably to be in favor of the Government, 
particularly on technical questions. If I were an auditor in the same situa- 
tion, I know that my actions would be subject to the influence, consciously 
or unconsciously, of the relationships of my job. 


My plea then is that if this tax is to be a permanent feature of our 
national fiscal policy, which seems likely, the Government shall provide in the 
law for the determination of these technical problems in advance of the prepa- 
ration of returns associating with the tax unit, experts from industry; that 
these determinations shall be docketed and binding upon the Government and 
taxpayer on the later audit of the returns if at the time of audit it shall appear 
that full and complete disclosures had been made and that all relevant and 
material facts had been properly stated; that branches of the new technical 
division be set up in Federal Reserve districts for the convenience of tax- 
payers; that the decisions of the sub-agencies be subject to approval by the 
central administration in Washington so as to provide for uniformity in treat- 
ment and proper coordination; that the men selected for the central admin- 
istration and sub-agencies be “career” men in every sense of the word. 
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Procedure in Tax Cases before the Board 


of Tax Appeals and the Courts 
By Rosert Asi. 


HEN I was asked to make a prepared speech on the procedural steps 

in litigated tax cases, I felt that my effort might be somewhat like that 
of the law school student who wrote a thesis on the theory of taxation. 
After reviewing the thesis, the Professor told the young man that it was 
indeed interesting and that it contained much that was new and much that 
was true. He continued by stating that the unfortunate part was that the 
and the portion which was true was 


portion which was new was not true 
not new! 


The subect which has been given to me contains nothing which is new. 
To many of you who have had experience in handling tax cases before the 
United States Board of Tax Appeals, the United States District Courts, the 
various Circuit Courts of Appeal, the Court of Claims and the Supreme 
Court, it may seem that I shall deal too.much with. elementals. 


I believe, however, that what I am about to say is true and it is my 
hope that I may say something that will be of benefit to many of you. 


My experience in my private practice has convinced me that there is a 
marked lack of knowledge on the part of many apparently successful prac- 
titioners with reference to the procedural steps which must be taken in order 
to protect the interests of clients after a tax controversy has passed beyond 
the Treasury Department and is being contested in the judicial tribunals in 
which tax cases are heard. 


Accountants are very much interested in the procedural problems arising 
in tax cases before the tribunals mentioned because, in addition to being 
eligible to represent taxpayers before the Board of Tax Appeals, accountants 
are usually in possession of the facts which must be presented to the Board 
in behalf of the taxpayer, and which will be the basis on which the Board 
will decide the case. 


In the event of appeal from the Board’s decision, these tacts will be 
the basis of the decision of the higher courts. The same thing is true with 
reference to cases which originate in the United States District Courts or 
in the Court of Claims. 


It is important, therefore, that accountants should know the steps which 
must be taken in order that the case may be properly presented, either by 
themselves, or by the attorneys with whom they are associated. 


I shall not attempt to discuss the handling of tax cases before the 
Treasury Department, but shall begin with a tax case which has been 
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considered by the Bureau of Internal Revenue and in which the notice of 
deficiency or “‘Ninety-day letter” has been issued. 


The law provides in such a case that if the taxpayer is not satisfied with 
the determination of the Commissioner, he has the right of appeal to a 
tribunal known as the United States Board of Tax Appeals. The Board, 
contrary to the belief held by some, is entirely separate from the Treasury 
Department. It functions exactly like a United States District Court except 
that its jurisdiction is limited to controversies over Federal income, excess 
profits, gift and estate taxes. The Board of Tax Appeals has no jurisdiction 
over other Federal taxes, such as excise taxes, capital stock taxes, admission 
and dues taxes, stamp taxes and various miscellaneous taxes. In cases 
where the Commissioner determines deficiencies in the taxes last mentioned, 
the only course which the taxpayer can pursue is to pay the tax, file a claim 
for refund and, if the claim is denied, or not acted upon, sue for the recovery 
of the tax paid. 


If the taxpayer is dissatisfied with the Commissioner’s determination 
that a deficiency exists in income, excess profits, gift or estate taxes, he 
may appeal to the Board of Tax Appeals within ninety days from the date 
of the mailing of the notice of deficiency. 


The ninety day period for appealing is fixed by statute and cannot be 
extended by anyone, except that Sundays and legal holidays in the District 
of Columbia are not counted as the ninetieth day. 


There have been many decisions to the effect that a petition must be 
filed within the statutory period. Despite this, on almost every motion day 
of the Board, several cases are dismissed because, for one reason or another, 
the petition was not actually filed on or before the ninetieth day. The fact 
that the petition did not reach the Board due to a delay in the mail, or 
because of some other extenuating circumstance, does not alter the require- 
ment that the petition must actually be filed within the ninety day period. 


In practice we may sometimes be confronted with a situation where a 
client consults an accountant on the ninetieth day after the Commissioner 
issued a notice of deficiency. In that case the rights of the client can be 
protected by sending the Board a telegram, advising that the taxpayer 
appeals from the determination of the Commissioner and setting forth in 
the telegram the symbol numbers appearing on the notice of deficiency and 
briefly stating the basis of the appeal. 


The Board has held that such a telegram, if received by the Board during 
office hours on the ninetieth day, constitutes an appeal which gives the Board 
jurisdiction. Under those circumstances, the taxpayer’s representative should 
immediately file an amended petition which complies with the rules and 
should, without delay, transmit the filing fee. 

When an appeal is taken to the Board of Tax Appeals the rules of the 


Board should be carefully studied. These rules provide that an executed 
original and four conformed copies of the petition, which must be on letter 
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size and not legal size paper, must be filed with the Board in Washington. 
Each petition must contain the following: 


1. A caption showing the name of the petitioner. 

2. Proper allegations showing jurisdiction of the Board. 

By that is meant that the date of the notice of deficiency must be 
shown and if, for any reason, the petition is not filed by the taxpayer 
to whom the notice of deficiency was addressed, an explanation should 
be made showing why someone else is filing the petition. An illustra- 
tion of this is where a notice of deficiency is addressed to one cor- 
poration which, after the taxable year in question, was consolidated or 
merged by statutory authority with another corporation under a dif- 
ferent name. In that event the petition should be filed in the name of 
the consolidated, or merged, corporation and a statement made in the 
petition showing the facts with reference to the merger or consoli- 
dation. 

3. A statement of the amount of the deficiency or liability determined by 
the Commissioner; the nature of the tax, i.e., whether income, excess 
profits, gift or estate; the period for which determined and the amount 
of the deficiency which is in controversy. 

4. Clear and concise assignments of each and every error which the 
petitioner alleges to have been committed by the Commissioner. Each 
separate assignment of error should be numbered. 

5. Clear and concise numbered statements of the facts on which the 
petitioner relies as sustaining the assignments of error. 

6. A prayer setting forth the relief sought by the petitioner. 

7. The signature of the petitioner or of his counsel. The signature of 
counsel must be in the individual and not the firm name. 

8. Verification by the petitioner or, if the petitioner is outside the 
United States or is a non-resident alien, a verification by his attorney 
in fact, who must attach to the petition a copy of the power of 
attorney under which he acts and who must state in his verification 
that he acts pursuant to such power. 

In preparing the petition to be filed with the Board, an effort should 
be made to so completely cover the items in controversy and the facts upon 
which they are based that the Board member, upon reading the petition, can 
tell immediately what the fight is about and what the facts are. A good 
rule is to attempt to so fully set forth the facts that, if the facts as alleged 
are proved, they can be adopted as findings of fact by the Board and be 
in sufficient detail to justify a decision in favor of the taxpayer. 

It is important to remember that the Board will consider only issues of 
fact alleged in the petition. 

It is amazing to notice the number of cases decided by the Board of 
Tax Appeals in favor of the Commissioner on the sole ground that the 
petitioner failed to allege certain facts or errors in the petition. The Board 
has consistently held that it will not consider issues of fact set up for the 
first time in briefs filed after hearing. 

If the petition as filed does not, due to lack of time or for some other 
reason, fully set forth the errors or the facts, the petitioner may, without 


first securing leave from the Board, file an amended petition at any time 
prior to the filing of the answer by the Commissioner. After the Commissioner 
has answered, an amended petition may be filed only after permission is 
secured from the Board. This permission should be sought by means of a 
Motion for Leave to File an Amended Petition. Naturally, such a motion 
should set forth the reasons why it is desired to file such an amended 
petition. 

An amended petition cannot be filed with reference to years not covered 
by the original petition. 

The Board is authorized by statute to impose a filing fee not in excess 
of $10 and by rule imposes such a $10 fee, which should be paid at the time 
of the filing of the petition. Courts have ruled, however, that the payment 
of the filing fee is not jurisdictional and if the fee is not paid when the petition 
is filed, the Board nevertheless, has jurisdiction of the case provided the fee 
is paid within a reasonable time after notice from the Board that it must 
be paid. 

Under the Board’s rules the Commissioner has sixty days within which 
to answer or otherwise move with reference to the petition filed. 


Occasionally the answer raises affirmative issues. By affirmative issues 
is meant the alleging of facts which do not appear in the notice of deficiency 
and with reference to which the Commissioner, therefore, has the burden of 
proof at the trial. Likewise, affirmative issues are raised in the answer in 
cases in which the Commissioner is required, by statute, to assume the 
burden of proof. Illustrations of such statutory burdens are those with 
reference to transferee liability and fraud. 


You all know that, as a matter of law, the determination of the Commis- 
sioner in the notice of deficiency is prima facie correct. Therefore, if the 
Commissioner makes a statement of fact, the Board must accept it as correct 
unless the petitioner can, by competent evidence, overcome the prima facie 
correctness of the Commissioner’s determination. 


When affirmative issues are raised in the Answer, the petitioner must, 
under the rules, file a reply specifically admitting or denying each affirmative 
allegation. Failure to file a reply can have serious adverse effect on the 
petitioner, because the Board has construed such failure as an admission of 
the facts alleged in the answer with reference to affirmative issues and has 
granted the Commissioner’s motion for judgment in accordance with such 
affirmative allegations. 

After the case is “at issue” as a result of the pleadings heretofore 
mentioned, it will in due course be set for trial. Ordinarily, cases are tried 
in Washington. However, it is more convenient, or less expensive, to try 
cases in or near the city in which the taxpayer is located, appropriate motion 
should be made to place the case on the circuit calendar for trial at or near 
the place desired. The motion should set forth the reasons why it is desired 
to hold the hearing in the place indicated rather than in Washington. 
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Ordinarily the Board will grant such motions. Motions to Place on 
the Circuit Calendar will not be considered by the Board until after the 
cases are at issue. Therefore, such motions should be filed as soon as the 
answer is received or, in the event of affirmative allegations being raised in 
the answer, when the reply is filed. 

If the Motion to Place on the Circuit Calendar is not timely made, the 
case may be set for trial in Washington and the Board may refuse to remove 
it from the Washington calendar. Therefore, practitioners must be on the 
alert to protect the interests of their clients and also to have regard for the 
problems confronting the Board. Naturally, if the Board, after the Wash- 
ington Calendars have been made up, is confronted with many motions to 
postpone or transfer cases to the Circuit Calendar, its ability to dispose of 
cases will be greatly retarded. 

When a case is set for trial and for any reason a postponement is desired, 
a motion to that end should be made immediately upon receipt of the notice 
setting the hearing. The Board has become very severe and is, in almost 
all cases, denying motions for continuance made on the day that the case is 
called, or within a few days thereof. Thoughtful practitioners have sympathy 
with the Board’s attitude with reference to motions of this character. 


As previously stated, the Board of Tax Appeals functions exactly like 
a United States District Court sitting in an equity case. It is required by 
statute to follow the rules of evidence applicable in courts of equity of the 
District of Columbia. No one who is not familiar with such rules of evidence 
should attempt to try a case before the Board. Failure to know the proper 
method of getting evidence before the Board may result in its rejection in 
its entirety, and victory for the Commissioner. 


Persons trying cases before the Board should never forget that their 
one and only opportunity of proving the facts is at the time of the Board 
hearing. 

In other words, the Board is a trial court which hears witnesses and 
receives documents and other material in evidence. It will make its findings 
of fact from this evidence. If the case is appealed from the Board of Tax 
Appeals to the Courts it will be decided upon the evidence submitted to the 
Board. No opportunity will be given in the Courts to submit further or 
additional evidence. 


Likewise, it should be understood that the Board will only consider 
the record made before it. By that I mean that, in deciding the case, the 
Board will consider only the pleadings filed with it and the evidence intro- 
duced at the trial. In other words, the Board does not have available to it 
the Commissioner's file in the case. Correspondence with the Commissioner, 
Revenue Agent’s reports and other documents of that character will not 
be considered by the Board in disposing of the case, unless those documents 
are, in some manner, placed in evidence before the Board. Frequently it 
is difficult or impossible to get such documents in evidence and it is 
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advisable to be prepared to prove the statements in the documents by com- 
petent witnesses. 

Before the Circuit Courts, the argument will be confined to questions 
of law. Only in rare instances can questions of fact be raised. Even then, 
the fact question is limited to whether or not the Board’s finding is unsup- 
ported by any evidence. If there is any evidence to support the Board's 
finding of fact, the Courts will not disturb the finding. This is a practical 
rule from several viewpoints. First, the Board member hearing the witnesses 
is in a much better position to judge the worth of the testimony than an 
Appellate Court which sees only a printed record. In addition, if Appellate 
Courts undertook to decide all questions of fact which had been in issue 
before trial courts, they would be overwhelmed with appeals. 


As can easily be imagined, the chances of reversing the Board on the 
ground that its findings were not supported by any evidence are ordinarily 
rather small. 

It should be mentioned that the Board is very generous in permitting 
the taking of testimony by deposition. 

If, for any reason, it is advisable to take a witness’ deposition, an 
application should be filed with the Board stating: 


The name and address of the witness. 

The subject matter concerning which the witness will testify. 

The reason why he should not be required to appear personally. 

The time and place of taking the deposition, together with the name of 
the official before whom it will be taken. 


The opposing party, of course, has the opportunity of having counsel 
present at the taking of the deposition. 
When the case is tried the deposition should be introduced in evidence. 


Ordinarily, the Board will not permit the taking of depositions on 
written interrogatories, except when the witness is in a foreign country. 

Depositions are very valuable, especially where the witness is timid and 
might become confused in a court room. Naturally, the taking of a deposition 
is much less formal and awe-inspiring than testifying in a trial in a court 
room. 


After the case is tried before the Board, both parties are given the 
opportunity of filing briefs. -Under the rules each party has forty-five days 
after the day on which the hearing was held, within which to file a brief on 
all of the issues on which he had the burden of proof. 

The opposing party has thirty days thereafter within which to file his 
brief and the party who has the burden of proof has an additional fifteen days 
within which to reply to the brief of his opponent. 


The Board member presiding at the trial may, if he desires, change the 
time for filing briefs. 
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[ cannot over-emphasize the importance of filing good briefs. Many 
excellently-drawn briefs are filed with the Board. On the other hand, it is 
astonishing to see the large number of briefs which do not in any way 
comply with the accepted rules of brief making. 

Because of the poor quality of briefs filed with the Board, a few years 
ago at Prentice-Hall’s request, | wrote a pamphlet on brief writing in tax 
cases. This effort was prompted largely by reading many briefs filed with 
the Board. In many of the taxpayer's briefs it is utterly impossible to 
determine such fundamental facts as the vear, or the amount of tax involved, 
to say nothing of the detail of the facts which result in the controversy. 

The Government's briefs, on the other hand, are almost always well 
drawn. At least they comply with the accepted form of good brief writing. 

Of course it is a fundamental rule in writing briefs that the writer may 
assume that the judge knows some law—but it cannot be assumed that he 
knows any of the facts in the particular case. 

Aiter the case is tried and briefs submitted, the Board promulgates its 
opinion, which usually consists of findings of fact and an opinion. In some 
instances, however, both the findings of fact and opinion are contained in 
one discussion without separation into the parts mentioned. 

In many cases the opinion of the Board is not accompanied by an Order 
fixing the tax liability in dollars, but it is ordered that the liability be settled 
under Board Rule 50. Under that Rule each party has the opportunity of 
submitting a computation of tax liability in the light of the opinion rendered 
by the Board. If the parties are in disagreement as to the tax liability the 
case is set for hearing on the settlement and the Board member who wrote 
the opinion determines the amount of tax due. 

No new issues can be raised in the computation or at the hearing under 
Rule 50. In other words, you are given only one bite at the apple and must 
present your whole case, so far as the merits are concerned, when the case 
is tried. No opportunity will be given to clean up deficiencies in proof or 
other matters when the case is before the Board on settlement under Rule 50. 

If either party is dissatisfied with the decision of the Board of Tax 
Appeals, he may, within three months, appeal to the United States Circuit 
Court of Appeals for the Circuit within which the taxpayer resides, or if a 
corporation, within which it has its principal office or place of business. 

By stipulation between the parties the case may be taken to the United 
States Court of Appeals for the District of Columbia, instead of to the Circuit 
Court of Appeals as previously indicated. 

I assume that it is not necessary to state that under our Federal judicial 
system there are ten circuit courts of appeal and the United States Court 
ot Appeals for the District of Columbia. 

The ten circuit courts have jurisdiction of cases arising within their 
territorial limits. Thus, New York, Vermont and Connecticut are within 
ithe jurisdiction of the United States Circuit Court of Appeals for the Second 
Circuit, which sits in New York City. 
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New Jersey, Pennsylvania and Delaware are within the jurisdiction of 
the United States Circuit Court of Appeals for the Third Circuit, which sits 
in Philadelphia. 

The various Circuit Courts of Appeal, acting under the Statute, have 
adopted rules with reference to appeals from the Board of Tax Appeals. In 
most Circuits the rules are uniform, but there are some variations between 
the Circuits. For that reason anyone appealing to a Circuit Court of Appeals 
should carefully read the rules before attempting to draft the appeal. 

The petition for review of a decision of the Board of Tax Appeals by 
a Circuit Court of Appeals must contain the following: 

1. A brief statement of the nature of the controversy. 

2. A declaration naming the Court in which review is sought. 

3. Assignments of errors, separately stated and numbered, in respect of 

each and every error asserted and intended to be argued. 

4+. A verification by the petitioner or his attorney of record. 

After the Petition ior Review, which is formally entitled “Petition for 
Review of Decision of the United States Board of Tax Appeals” has been 
prepared, it is filed with the clerk of the Board of Tax Appeals and not with 
the clerk of the Court to which the appeal is taken. 

It is important to remember that if it is desired to delay the collection 
of the tax in controversy, a bond must be approved and filed with the Board 
prior to the filing of the appeal to the Court of Appeals. If the bond is not 
filed prior to the filing of the appeal, the Commissioner will assess the tax. 
It is good practice to file the bond staying the collection of the tax several 
days prior to the filing of the appeal. 

The reason is that, in practice, the Board will not approve a bond to stay 
the collection of the tax unless the bond has first been approved by the 
Division of Surety Bonds of the Treasury Department. That Division main- 
tains an approved list of surety companies and will approve only those cor- 
porate bonds written by approved companies. 

In this connection, I should point out that the Board’s rules provide for 
the giving of personal, as well as corporate, surety bonds. It has been my 
experience, however, that in practice it is extremely difficult to secure the 
approval of personal bonds. The Treasury Department and the Board 
require such detailed proof of the worth of the surety that, except in most 
unusual cases, [ recommend that no attempt be made to secure the approval 
of a personal bond. 

The filing of the petition for review must be made within the three 
months set by the statute. Within sixty days after the filing of the Petition 
for Review, the clerk of the Board must certify and transmit to the clerk of 
the Court to which appeal is taken, the “record” in the case. The “record” 
includes the following: 

1. Docket entries of proceedings before the Board. 

Pleadings before the Board. 
Findings of fact, opinion and decision of the Board. 


Petition for Review. 
. The statement of evidence, if any, as settled or agreed upon. 
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The statement of the evidence is included in the “record” transmitted to 
the Court of Appeals only in the event that error is assigned with reference 
to the admission or rejection of evidence or on the ground that a finding of 
the Board is unsupported by any evidence. The statement of the evidence 
must contain, in narrative form, the evidence introduced in the trial before 
the Board, which is material to the assignments of error. It must be prepared 
by the party taking the appeal and settled by the Board member in accord- 
ance with the equity rules promulgated by the Supreme Court of the United 
States. 

The foregoing bears out the statement previously made that the Appel- 
late Courts ordinarily are concerned with questions of law. Unless the 
Petition for Review of the decision of the Board of Tax Appeals alleges error 
with reference to the admission or rejection of evidence at the trial before 
the Board, or alleges that the Board’s findings of fact are not supported by 
any evidence, the Court will accept as correct the facts as found by the 
Board and the record considered by the Court on appeal will not contain 
any statement or digest of the evidence considered by the Board. 

Copies of each of the documents filed in connection with the appeal 
must be served on the attorney for the opposing party and proof of that 
service filed on the Board. 

In fact, such service of papers and the filing of proof of service is 
necessary in connection with all papers filed in the Circuit Courts of Appeal 
or the Supreme Court. 

The time for preparing and settling the “record” in an appeal to the 
Court of Appeals can be enlarged, in most instances, by the Board. In the 
Fourth and Fifth Circuits, however, it is necessary to secure an order from 
the Court to enlarge the time for the preparation and settlement of the 
“record”. 

When the “record” reaches the clerk of the Court of Appeals that official 
requires a deposit to cover his fees and the estimated cost of printing the 
“record”. When this payment is made, the case is docketed and the “record” 
printed. 

Rules of the various Courts of Appeal vary with reference to the filing 
of briefs. In all the courts, however, it is necessary to file printed briefs 
prior to the argument. When statements of fact are made in the briefs, 
they must refer to the page in the printed “record” where the statements 
can be verified. 

I shall not go into detail with reference to the handling of cases before 
the Circuit Courts of Appeal. It is sufficient to say that after the briefs of 
both parties have been filed, an opportunity is given for oral argument. Three 
judges sit on each case in the Circuit Courts of Appeal. After the argument 
the Court, in due course, issues its opinion and decision in the case. 

The Circuit Courts of Appeal are the highest courts to which a tax 
case can be carried as a matter of right. If either of the parties are dissatisfied 
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with the decision of the Circuit Court, they can petition the Supreme Court 
of the United States for a writ of certiorari to review the decision of the 
Court of Appeals. 


I should explain that a writ of certiorari is an old writ by which a higher 
court orders a lower court to certify to it the record in a case which it desires 
to review. In actual practice the procedure in certiorari cases has changed 
from the old form, but the name still remains. 


In the event it is decided to ask the Supreme Court for certiorari, the 
first step is to request the clerk of the Court of Appeals to prepare and send 
to the attorney for the taxpayer a certified copy of the ‘‘record” in the case. 
This will include a copy of the printed ‘“‘record” considered by the Court of 
Appeals, together with typewritten additions showing the proceedings taken 
in the Court of Appeals. 


Prior to the expiration of three onths from the date of the decision of 
the Circuit Court of Appeals, the certified copy of the “record” above 
referred to, should be lodged with the clerk of the Supreme Court and a 
deposit paid to that official to cover his fees and the cost of printing the 
record in the Supreme Court. Expense may be reduced if it is possible 
to secure from the clerk of the Court of Appeals twelve or more copies of 
the printed record used in that Court. In such case it will be necessary only 
to print, for the use of the Supreme Court, the proceedings which took place 
in the Court of Appeals. 


Before the expiration of the three months, the petition for a writ of 
certiorari, together with a supporting brief, both of which must be printed, 
should be filed with the clerk of the Supreme Court. 


The petition for a writ of certiorari should contain the following: 


1. Reference to opinions below. By this is meant a statement showing 
where the opinions of the Board of Tax Appeals and the Circuit Court 
of Appeals may be found in the record and, if reported, the volume 
and page number of the reports in which they are printed. 

2. A statement of the jurisdiction. This means the grounds on which 
the jurisdiction of the Court is invoked. In tax cases jurisdiction is 
conferred by Section 240(a) of the Judicial Code as amended by the 
Act of February 13, 1925. 


3. Statement of the case. This includes a concise statement of the case 
containing all that is material to the consideration of the questions 
presented with appropriate page references to the printed record. 

4. A specification of errors. These must include each of the assigned 

errors as are intended to be urged. 

. Argument. The argument, preferably preceded by a summary of 
the argument, should clearly exhibit the points of fact and of law 
being presented, citing the authorities and statutes relied upon and 
quoting the relevant parts of such statutes which are deemed to have 
an important bearing. 


un 


A notice of the filing of the petition, together with a copy of the printed 
record, petition, and supporting brief must be served on the Solicitor General 


to 
ce 
ot 
ce 
1 
le 
n 
e 
| 
> 
= 
4 


within ten days after the filing in the Supreme Court and proof of such 
service must be filed with the clerk of the Supreme Court. 

The rules require that petitions for certiorari must contain only a 
summary and short statement of the matter involved and the reasons relied 
on for the allowance of the writ. 

The Supreme Court means what it says with reference to a concise 
statement and in several cases has denied petitions for writs of certiorari 
on the sole ground that the petition was not short and concise. 

The opposing party is given the opportunity of filing a printed brief in 
answer to the petition. The rules contain no reference to the right of the 
petitioner to file a reply in response to the brief filed by the respondent. In 
practice, however, such reply brief will be received by the clerk. 

The petitioner is not required to make an oral motion in connection with 
the petition as the clerk sees that the papers are presented to each of the 
judges. In due course the Court announces whether or not it will take 
jurisdiction of the case. 

Ordinarily writs of certiorari will be issued if the Supreme Court is 
convinced that two Circuit Courts of Appeal have made conflicting decisions 
on the same question of law, or if the question presented is of such importance 
that the law should be settled by the Supreme Court. The Court grants 
approximately one petition for certiorari out of each five filed. 

In the event the petition for a writ of certiorari is denied, the case is 
over and the decision of the Circuit Court of Appeals controls its disposition. 

In the event the petition for a writ of certiorari is granted, the parties 
have the opportunity of filing briefs prior to the oral argument and of 
making an oral argument. 

It is needless to say, of course, that when the case is argued before the 
Supreme Court the parties are limited to a discussion of the alleged errors 
which were raised in the petition for a writ of certiorari. 

The Supreme Court, like the Circuit Courts of Appeal, hands down 
written decisions and opinions disposing of the cases argued before it. 

In a few instances, cases are certified to the Supreme Court by the 
Circuit Court of Appeals and the Court of Claims. 

This is a procedure provided for in the Judicial Code by which the 
lower courts mentioned may ask the Supreme Court for instruction on a 
particular issue or issues: The Circuit Courts of Appeal and the Court of 
Claims will certify questions only where new and difficult questions are 
presented or where the Court is unable to decide the case because of division 
of opinion or for some other reason. 

Certification is not intended for the benefit of the parties, but is only 
meant as an aid to the Courts themselves and is exercised in their discretion. 

Frequently when questions are certified the entire record in the case is 
sent to the Supreme Court where the parties concerned are given the oppor- 
tunity of filing briefs and of oral argument. 
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The toregoing deals with the procedure in a case which arose when the 
Commissioner of Internal Revenue asserted a deficiency in tax. 

In some instances we are confronted with a situation where it is believed 
that the taxpayer has overpaid a Federal tax. In such a case a claim for 
refund is filed. In the event the Commissioner of Internal Revenue denies 
the claim for refund, or fails to act on it within six months after filing, the 
taxpayer has the right to sue for the recovery of the tax paid. 

An election is given to sue the United States in the Court of Claims at 
Washington, or if the amount does not exceed $10,000, in the United States 
District Court for the District in which the taxpayer resides, or if a corpora- 
tion, where it has its principal place of business. 

The taxpayer has a further election of suit in the United States District 
Court against the Collector to whom the tax was paid. The Collector can 
be sued in the District Court irrespective of the amount involved. 

No matter which tribunal is used, or whether the suit is against the 
Collector or against the United States, the proceeding is brought by the 
filing of a petition, complaint, or declaration setting forth the basis of the 
claim. The suit cannot raise any grounds for recovery which were not 
presented to the Commissioner in the claim for refund. 

If the action is in the United States District Court the petition, complaint, 
or declaration (the title depending on the practice in the particular State) 
must be filed in accordance with the practice of the particular District Court 
in connection with suits for the recovery of money. 

In this connection I should point out that Congress recently enacted a 
law giving the Supreme Court power to fix uniform rules in law actions in 
all United States District Courts. A Committee of the Court is now working 
on such rules, so within a few months uniform rules of procedure will be 
applicable in all United States District Courts and will not vary between 
the States as is the present situation. 

In an action against the United States a copy of the petition must be 
served upon the United States Attorney for the District within which suit 
is brought and a copy mailed to the Attorney General of the United States 
by registered mail. 

If the suit is against the Collector, service must be made on that official 
in accordance with the State practice. 

In the District Court the Collector, or the United States, has the usual 
right of answering and the case goes to trial very much as a case before 
the Board of Tax Appeals, except that in a suit against the Collector the 
suit will be tried before a jury unless the jury is specifically waived by the 
parties. 

Suits against the United States are tried by the District Court without 
a jury. 

Judgment of the United States District Court is subject to review by 
the Circuit Court of: Appeals for the Circuit within which the District Court 
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is located in the same manner as decisions of the United States Board of 
Tax Appeals. 

As is the case with appeals from the Board of Tax Appeals, the 
Circuit Court is ordinarily concerned only with questions of law and, on 
appeals from the District Court, will not consider questions of fact unless an 
allegation is made that the District Court’s findings of fact are not supported 
by any evidence. The procedure in appealing from a District Court to the 
Circuit Court of Appeals is substantially the same as in the case of appeal 
from the Board of Tax Appeals. 

As previously stated, the taxpayer can, if he wishes, sue the United 
States in the Court of Claims. In that event a petition is filed in accordance 
with the statute creating the Court and the rules of that tribunal. . It must 
be printed. The Court sees to it that service is made upon the Government. 
Testimony in the Court of Claims is taken before Commissioners who are 
regular full-time employees of the Court and who sit in various parts of the 
country in cities convenient to the witnesses in the particular case. 


The Commissioner of the Court makes findings of fact and reports them 
to the Court. Both parties have the opportunity of objecting to the findings 
of the Commissioner. After the findings and objections, if any, are submitted 
to the Court, printed briefs are filed by both parties and the case is orally 
argued. 

If either party is dissatisfied with the decision of the Court of Claims, 
there is no right of appeal to any other court. However, a petition for a 
writ of certiorari may be filed with the Supreme Court in the same manner 
as a petition for a writ of certiorari is filed in connection with a decision of 
the United States Circuit Court of Appeals. In addition this Court, in its 
discretion, may, as previously indicated, certify questions to the Supreme 
Court. 

Some of you may be interested in knowing why there is a distinction 
between suits against the United States and suits against the Collector. 

The reason is that the sovereign can be sued only when it gives consent. 

This accounts for the fact that suits against the United States can be 
filed in the District Court only if the amount does not exceed $10,000. 
Where the amount is in excess of $10,000 suit must be filed in the Court 
of claims. 

On the other hand, the Collector of Internal Revenue, being an individual, 
always has been liable, under the common law, for any action that he may 
take in excess of his authority by unlawfully collecting taxes. 

Therefore, the Collector is held personally accountable in actions against 
him in the District Courts. 

From a practical viewpoint there is little difference between suits against 
the Collector and against the United States because, in the event of judgment 
being secured against the Collector, the United States pays it. 


- 28. 


4 
| 
} 
: | 
‘ 
| 
| 
| 


In some instances it is more advantageous to sue in the District Court 
than in the Court of Claims and, in other instances, it may be advisable to 
sue in the Court of Claims. 


A few of the differences are: 

In the District Courts, in actions against the Collector, a jury trial can 
be secured. Sometimes this is helpful. On the other hand, a District Court 
is presided over by one judge who, as a general rule, does not have a great 
deal of experience in tax cases. Sometimes much educational effort must 
be exerted upon the judge and some lawyers are of the opinion that many 
of the District Court tax opinions are not any too well considered. However, 
if the parties disagree with the decision of a District Judge they have the 
right of appeal to the Circuit Court of Appeals. 


The Court of Claims is composed of five judges who are experienced 
in tax cases. Generally speaking, their opinions are well considered and 
sound. However, if the parties disagree with the decisions of the Court of 
Claims there is no right of appeal and they must depend upon certiorari 
in their effort to review the Court’s decision. 


There is much to be said in favor of the Court of Claims’ system of 
taking testimony and finding facts by Commissioners. This, as a rule, 
permits arrangement to be made for the taking of the testimony at a time 
and place which may more nearly suit the convenience of the witnesses than 
if the case is tried in its regular order in the District Court. 


I might also add that if a case is diligently pushed in the Court of 
Claims it can be carried to a conclusion in a very few months, while in the 
District Courts it frequently takes several years before a case comes to trial. 


The foregoing is a brief outline of the procedure with reference to 
handling litigated tax cases. As you have noticed it requires a very careful 
attention to detail. Skill in handling the procedural steps often has a marked 
influence on the outcome of the case. 
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The Practicable Application of Tax Principles 
By Norman G. Cuampers, C. P. A. 


N the past ten years we have had ten different revenue acts and it now 

appears certain that we shall have another new revenue act in 1937. 
While the main features of what constitutes taxable gross income have 
remained fairly constant, the determination of the amount of net income 
subject to tax has been radically changed, particularly in the later revenue 
acts. 

The most recent law, The Revenue Act of 1936, is recognized as embody- 
ing the most drastic changes in the imposition of tax on net taxable income 
of any of the prior revenue acts. One violation of sound economic principle 
in that Act is the imposition of a surtax on the undistributed annual profits 
of corporations which have large deficits and which are thus prohibited, both 
under the laws of the state under which they are incorporated and in the 
exercise of sound financial judgment, from paying dividends to their stock- 
holders. Such corporations in the majority of cases will have no dividend 
credit to be used in minimizing the undistributed net income subject to surtax 
under Section 14. 

In some cases this difficulty may be overcome by reorganizing the capi- 
tal structure of the corporation so as to create a surplus out of which 
dividends can be paid, but in a great many cases this will not be possible. 
It is also true that a dividend need not be paid in cash in order to obtain a 
“dividend credit”, so long as the distribution is taxable in the hands of the 
stockholder in the same year that the dividend is paid. According to state- 
ments made by political leaders it may be that some measure of relief from 
excessive tax on undistributed net income will be given, in the near future, 
to corporations with operating deficits—indeed it is to be expected that this 
part of the law will, at least, be made more workable in the next session of 
Congress, although probably not before returns have to be filed for 1936. 

All corporations would be well advised to rely on paying sufficiently 
large dividends this year in order to get adequate dividend credit against 
the surtax on undistributed profits, and not rely on the somewhat uncertain 
relief that may be afforded by the other relief provisions of Section 26 relat- 
ing to contracts restricting the payment of dividends. In view ot the possi- 
bility of disallowance by the Department of Deductions, thought by the tax- 
payer to be reasonable and proper because in line with deductions claimed 
and allowed in prior years, I recommend corporations to somewhat overpay 
dividends this year so that they will have a margin against increase in net 
taxable income subject to the corporation tax on undistributed profits if, for 
example, depreciation allowances are reduced or other deductions denied 
because not deemed to be ordinary and necessary expenses of the business. 

Whether or not modification of the surtax on the undistributed annual 
profits of corporations will or can be made effective in respect of returns 
s Presented at the November, 1936 mectinas on taxation of The New York State Society of Certified Public 
Accountants, 


covering 1936 is extremely doubtful. I do not personally hold the view that 
the principle of this tax is unsound if it had been enacted into law in accord- 
ance with the recommendation of President Roosevelt, viz., that if adopted 
there should at the same time be eliminated the present corporate income tax, 
the capital stock tax and the related excess profits tax. This particular phase of 
law has already been fully covered by other speakers appearing before you, 
and I will not therefore go into the corporate surtax tax at any great length 
at this time, especially in view of my opinion that the surtax on undistributed 
annual profits will be, in its present form, a one year proposition. 


Personal holding companies are subject to the surtax imposed by Section 
351 as well as to the normal tax imposed by Section 13. These taxes, how- 
ever, do not relieve them from liability to the surtax on undistributed profits 
imposed by Section 14. Such corporations frequently utilize the option 
granted in Section 351(d), of having the stockholders include in their per- 
sonal returns their respective shares of the undistributed income of the year. 
If this option is exercised, however, it will not operate to relieve them of 
liability to the corporation surtax, but the full profit of the taxable year 
must be distributed, either in cash or in some other taxable medium, as 
provided for in Section 27. Dividends declared prior to the commencement 
of the first taxable year subject to the Revenue Act of 1936 but payable 
within such year, even on the first day thereof, should, in my opinion, be 
claimed as part of the dividend credit. This is not covered by regulations 
so far issued which refer to a dividend check as being allowable as part of a 
dividend credit when bearing a date within the taxable year. It follows that 
dividends ordinarily payable immediately after the close of the year can often 
be accelerated and actually paid before the end of the year in order to obtain 
a larger dividend credit and thus minimize the surtax on undistributed profits 
of the year. 

You are probably all familiar with the provisions of Section 112(b) (6) 
which provide that no gain or loss is to be recognized in the hands of the 
parent corporation where a subsidiary corporation is completely liquidated, 
provided, of course, that the conditions laid down in this Section are met. 
Turning to Section 27(f) we find it stated that “in the case of amounts 
distributed in liquidation the part of such distribution which is properly 
chargeable to the earnings or profits accumulated after February 28, 1913, 
shall, for the purpose of computing the dividends paid credit under this 
Section, be treated as a taxable dividend paid”. The question has been asked 
whether this will not be construed as authorizing the amount of the surplus 
of the subsidiary at the time of its complete liquidation being treated as a 
taxable dividend, and thus subject in full to the corporate surtax and to the 
extent of 15 per cent thereof subject to the corporate normal tax in the 
hands of the distributee corporation. This would be in line with the author- 
ity given by Section 115(g) which states “if a corporation cancels or redeems 


its stock (whether or not such stock were issued as a stock dividend) at such 


time and in such manner as to make the distribution and cancellation or 
redemption in whole or in part essentially equivalent to the distribution of 
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a taxable dividend, the amount so distributed in redemption or cancellation 
of the stock, to the extent that it represents a distribution of earnings or 
profits accumulated after February 28, 1913, shall be treated as a taxable 
dividend”. 

Thus if a subsidiary corporation being completely liquidated under 
Section 112(b) (6) had a large earned surplus, a very substantial tax might 
be incurred if the theory just enunciated were adopted by the Department. 
Distribution first of the earned surplus as a dividend would definitely make 
it subject to tax and is therefore not to be attempted. 


The answer to this question is found in Section 27(h) which reads as 
follows: “If any part of a distribution (including dividends and stock rights) 
is not a taxable dividend in the hands of such of the shareholders as are 
subject to taxation under this Title for the period in which the distribution 
is made, no dividends paid credit shall be allowed with respect to such part”. 


The application of this means that while a complete liquidation under 
Section 112(b) (6) is wholly free of tax, whether or not the distribution in 
part consists of earned surplus, no portion of the liquidating dividend can 
be claimed as a dividend paid credit, and thus the earnings for the last 
operating period of the liquidating corporation just prior to liquidation are 
subject to the corporate normal and surtax, without the benefit of any 
dividend credit. I am told this is the position taken by the Department at 
the present time and that the theory first suggested cannot be enforced. 


However, if a liquidating dividend is not made under Section 112(b) (6), 
the loss or gain to the stockholder would be taxable, and thus the portion 
of the liquidating dividend properly chargeable to earnings accumulated after 
February 28, 1913, would be allowable as part of a dividend credit. 


In connection with the limitation of capital losses to the sum of $2,000 
in excess of capital gains, it is also to be hoped that Congress will, in its 
next revision of the Revenue Law, either adopt the English system of ignor- 
ing such losses and gains in computing taxable net income or at least allow 
such losses to be carried forward against future capital gains. As Mr. Lovell 
W. Parker, Chief of the Joint Committee, Internal Revenue, pointed out in 
addressing the Institute of Public Affairs, the present limitation on the deduc- 
tion of capital losses may result in taxpayers, even after losing their entire 
accumulated fortunes, having heavy income taxes each year. In other cases 
an individual having as a result of large capital losses in one year, no net 
income, will nevertheless be obliged to pay tax on other items of income. 


With reference to what I have just said, I direct your attention to Section 
501(b) which provides that the so-called tax on unjust enrichment is imposed 
regardless of whether or not the taxpayer had a taxable net income for the 
taxable year as a whole, except that if the tax on unjust enrichment is held 
invalid, the latter tax shall apply to that porton of the entire net income for 
the taxable year which is attributable to the net income from the sources 
specified in Section 501(a). Is not this a veiled hint that Congress recog- 
nizes that imposing a tax in cases where there is no actual net income, or 


a net loss is incurred, is contrary to the Sixteenth Amendment to the Consti- 
tution of the United States because there is no income as therein defined to 
tax? Clearly in any case where any substantial amount of tax on income 
is payable and there is in fact no actual net income, the matter should be 
referred to an attorney and consideration given to ultimately contesting in 
court the constitutionality of such an assessment. 

Upon auditing taxpayers’ returns, revenue agents are necessarily guided 
by the regulations issued by the Commissioner of Internal Revenue and 
Income Tax Rulings and General Counsel’s Memoranda issued in connection 
therewith. When confronted with difficult questions, not fully covered in 
the regulations, the solution can often be found in I.T’s and G.C.M’s. How- 
ever, you should not adopt the attitude that these rulings and opinions 
express the last word. Regulations are frequently changed and both I.T’s 
and G.C.M’s can be reversed if one can demonstrate they are incorrect 
interpretations of the basic law. In a recent case the Commissioner stated 
in his brief that General Counsel’s Memoranda, Income Tax and other 
informal rulings do not have the force and effect of Treasury Decisions and 
do not commit the Department to any interpretation of the law. This same 
point of view has been taken by the courts and probably many of you, when 
confronted with Treasury Decisions considered as ruling against the position 
taken by a taxpayer, have had the experience of being able to convince the 
Department that the ruling relied on was incorrect and have had a new 
ruling made that resulted in winning a case for your client. 

A recent decision against the Government in the U. S. District Court, 
Southern District of New York, Carl M. Loch vs. U. S., well illustrates the 
manner in which taxpayers’ rights are sometimes disregarded by the Bureau of 
Internal Revenue. Irom the facts stated in the case, we learn that the tax- 
payer paid an additional tax and interest by reason of the Commissioner 
claiming that his return for 1917 understated the taxable income of that year. 
Because the demands of the Commissioner for the additional tax had not been 
promptly met, a further demand for a penalty of 5 per cent and interest at 
the rate of 1 per cent per month on the amount of the claimed deficiency 
was made and subsequently a warrant of distraint was issued for the amount 
of the deficiency, plus the 5 per cent penalty and interest. The taxpayer 
later paid the deficiency tax and submitted an offer in compromise of the 
penalty and interest, which was rejected as insufficient but finally accepted 
by the Commissioner when later increased in amount. Meanwhile the tax- 
payer had filed a claim tor refund for the amount of the deficiency which he 
had paid “or such greater sum as is legally refundable”. This refund claim 
made no reference to the amount paid in connection with the compromise 
of the penalty and interest. Based upon a Board of Tax Appeals decision 
in another case, the Commissioner of Internal Revenue subsequently admitted 
the tax return as originally filed was correct, and refunded to the taxpayer 
the amount of additional tax and interest paid for the year in question, but 
refused to refund the amount paid in compromise of penalty and interest on 
the ground that in accordance with the regulations “refund can not be made 
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of accepted offers in compromise in cases where it is subsequently ascertained 
that no violation of law was concerned”. The taxpayer pointed out that the 
United States Circuit Court of Appeals had held in another case that “if the 
tax itself is returned as unwarranted, the interest paid under the compromise 
agreement will also be returned” and “where a settlement is entered into or 
a compromise is made under a mutual mistake as to a material fact, relief 
may be had’. In answer to this the Commissioner stated that the court 
decisions relied upon by the taxpayer would not be regarded as a precedent 
for disposing of similar cases until a decision was made by the Supreme Court 
contrary to the Government’s position. The taxpayer thereupon filed suit 
to recover with interest the amount paid by him in compromise of the 
penalty and interest on the additional assessment which had itself been 
refunded to him, with interest. 

The Government contended that the court had no jurisdiction, because 
the plaintiff had failed to file a claim for refund of the penalty and, as to 
this point, relied on revised statutes, Section 3226. In deciding that the 
court had jurisdiction, the judge stated that he was satisfied that the refund 
claim which was originally filed in respect of the additional assessment met 
the requirements of the case at bar, and for all practical purposes the litiga- 
tion arose out of the tax assessment which was the subject of the original 
claim for refund. The penalty was assessed as “part of the tax”, see Section 
250(e) of the 1921 Revenue Act, a fact which the subsequent compromise 
did not change, regardless of its effect upon the plaintiff's ability to recover 
the payment made pursuant to the compromise. The judge pointed out the 
distinction between a tax intended for the support of the Government and 
the maintenance of its functions and a penalty imposed to curb tax delin- 
quency, and held that the problem of when a claim for refund had been 
“duly filed with the Commissioner” is expressly left open for elaboration 
“according to the provisions of the law in that regard, and the regulations 
of the Secretary established in pursuance thereof”. The Judge also held that in 
view of the fact that the penalty is collected as part of the tax, that the basis for 
refund of the penalty upon an illegally collected tax is the same as the basis for 
return of the tax itself, and that as there are no special regulations covering 
refunds of penalties, it is reasonable to believe that the claim for refund 
form covers both the tax and the penalty, and resolving any doubts in favor 
of the taxpayer, revised statutes, Section 3226 did not prevent the plaintiff 
from suing. 

Regulations 69 covering the year in question, Article 1206 states that 
“amounts accepted in offers in ccmpromise can not be refunded”. But as 
the judge pointed out, if the fact in which both parties believed turns out 
to be non-existent, there has been a mutual mistake which has the effect 
of making the compromise rescindable. Thus at the time this case was 
heard in court there was no difference of opinion between the parties as 
to the non-existence of the additional tax liability and there was agreement 
that the plaintiff was not actually subject to the taxes assessed upon him. 
There was also no dispute as to the non-existence of liability for the penalty 
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and interest. In misreliance on a supposed duty, the taxpayer conferred 
upon the Government a benefit to which it was not entitled and which it 
Was inequitable to retain. As the court said, “the penalty assessment could 
not exist apart from the tax assessment, especially since under the statute 
the penalty was part of the tax” and therefore the taxpayer was heid to be 
entitled to refund of the amount paid in compromise, even though no timely 
claim for refund, referring directly to the amount paid in compromise, had 
been filed. It remains to be seen whether the Commissioner will appeal 
this decision. 


Under the current Revenue Act, the surtax on individuals begins to 
apply on net income in excess of $4,000 and the rates of surtax run from 
+ per cent on the first $2,000 of income subject to surtax, up to 75 per cent 
of the net income in excess of $5,000,000. 


Where a husband and wife both have taxable net incomes a definite 
saving of tax can be made by each filing separate returns, since the top 
surtax rate applicable to each will be lower than if the combined incomes 
are included in a single return. The option to file separate or joint returns 
for husband and wife can be exercised each year regardless of the action 
taken in prior years. 


As the personal exemptions can be divided in any desired proportion 
between the two spouses, it is often erroneously thought that the best course 
is to apply enough of the personal exemption to offset the smaller net income, 
resulting in one spouse paying no tax. 


The personal exemption can be deducted in determining the amount of 
an individual’s net income subject to both normal and surtax. Thus the 
application of the full amount of personal exemption to the return of the 
spouse having the largest net income will in most cases bring about a tax 
saving, as it will reduce the top surtax rate applicable to the one with the 
largest income. Thus if one spouse has a taxable net income subject io only 
the 4 per cent rate and the other spouse has an income of $25,000 subject 
to a top surtax rate of 17 per cent, the application of the $2,500 personal 
exemption to the one having the larger income will effect a saving of 13 
per cent on $2,500, or $325. 


In cases where one spouse has a net loss from business transactions and 
the other has a net taxable income from other sources, a joint return should 
be filed. Care is needed, however, where it can be foreseen that one spouse 
will have a capital net loss of over $2,000 and the other may have a capital 
net gain of substantial amount. Ifa joint return is filed, only $2,000 of the 
capital net loss can be utilized on the joint return to offset the large capital 
net gain. In such cases it will often be found of advantage for the spouse 
expecting to make a substantial capital net gain to give the securities, before 
their sale, to the other spouse so that the resultant gain on the subsequent 
sale will be made by the one that can realize a capital net loss to offset 
the expected capital net gain. 
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Of course the gift tax may have to be paid if the gift tax exemptions 
have previously been fully taken, but frequently the saving in income tax 
will be so much greater than the amount of the gift tax, if any, as to make 
the suggested course of action well worth while. Care should be taken 
not to make the gift of securities by the spouse expecting to make a capital 
net loss, as in such case the receiving spouse has to use as the tax basis for 
determining profit from a subsequent sale, the cost to the donor or the 
market value at the time of receipt, and thus no net capital loss would 
result, and the gift tax may have been uselessly incurred without an offsetting 
reduction in tax of the donee. 

The gift must be made outright and the control over the disposition 
and use of the proceeds of the sale must be unqualifiedly in the hands of the 
donee. No attempt should be made to retain control over the proceeds of 
the sale by the donor, nor should the funds or securities purchased therewith 
be later handed back to the donor or the transfer of the securities before 
their sale, so as to utilize the resultant capital gain as an offset to the other 
spouse’s capital net loss, will not be effective, and penalties for attempted 
tax evasion may be incurred instead. In such cases, separate bank accounts 
maintained by each spouse are advisable. Situations such as the foregoing 
require consideration of the tax problems involved before the transactions 
are entered into, as once a transaction is effected the resultant tax liability 
can not be changed, except in those cases where other trades can be made 
to offset the error of procedure involved in the first transaction. 


The credit for dependents must be taken by the spouse furnishing the 
chief support and can not be apportioned between husband and wife. Simi- 
larly, contributions can only be claimed by the one making the contribution. 


Proper attention must necessarily be paid to timing sales of capital 
assets according to the period held, so as to obtain the benefit of the reduced 
percentages of gain subject to tax as provided in Section 117, and I am 
assuming that in the sale of securities proper identification can be made of 
the particular certificates intended to be sold. If the wrong certificates are 
inadvertently delivered to a broker for sale, the cost basis of the ones 
actually delivered will govern the determination of the resultant loss or gain 
and not the intention of the seller. If the sale of a capital asset is expected 
to result in a loss, the greatest deductible percentage of loss is realized 
through selling the most recent purchases. 


It should also be kept in mind that the wash sales provisions prohibiting 
the deduction of losses where substantially identical stock or securities have 
been acquired within a period beginning thirty days before the date of sale 
or exchange and ending thirty days after such date, do not apply to such 
cases where profits are realized, and thus where a capital gain is needed to 
offset a capital loss, securities can be sold at a profit and immediately 
repurchased. The securities repurchased will thus have a higher cost than 
if they had not been sold and repurchased and less profit may be realized 
from a subsequent sale as well as enabling one to take full advantage of 
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an otherwise useless capital net loss. The sale and repurchase of the same 
securities should be actual completed transactions and beyond suspicion of 
being fictitious sales, to avoid a charge of fraud by the Treasury Department. 


In purchasing capital assets it sometimes happens that before the pay- 
ment is completed an arrangement is made with the seller to reduce the 
price, and the question arises as to whether this reduction in original cost 
is to be accounted for as a taxable gain to the buyer. There would seem 
to be little room for argument that such a saving in cost is not taxable 
income unless the reduction in cost applies to an item the cost of which 
is properly deductible as part of the cost of sales or as an expense. The 
Treasury Department is, however, at the present time attempting to treat 
such saving in cost of capital assets as giving rise to taxable income. 
Assessments based on such a theory should be contested, but will probably 
have to be passed upon judicially before the Department will recognize the 
common sense point of view. 


In a recent case, Boca Ratone Company vs. Commissioner of Internal Revenue, 
the United States Circuit Court of Appeals for the third circuit reversed the 
Board of Tax Appeals and held that Article 353 of Regulations 74 as amended 
December 23, 1932, which deals with the profit derived from the repossession 
of real property sold on the instalment plan, is invalid. The facts in this case 
were that certain lots of land had been sold on the instalment plan prior 
to 1929, the buyer paying 50 per cent of the purchase price as a down 
payment, the instalment contract providing for the title to remain in the 
vendor. Thus 50 per cent of the profit realizable from the sale was returned 
as taxable income by the vendor. The latter repossessed by making a small 
payment in cash and cancelling the unpaid 50 per cent of the instalment 
obligation. The net amount realized by the vendor, consisting of the down 
payment, less the taxable profit previously reported and less the small cash 
payment made at the time of repossession, was less than the then market 
value of the land. The Commissioner and the Board had held that under 
Article 353 of Regulations 74, the entire amount of the instalment payments 
received by the petitioner, less the taxable profit previously returned, and 
less the small cash payment made at the time of repossession, represented 
taxable income because title had remained in the vendor. The petitioner 
contended that Section 44(d) applied and that as the instalment obligation 
was satisfied at other than its face value, a loss resulted. The court agreed 
with this viewpoint; held that no taxable gain resulted, and that the distinc- 
tion of the Regulations as “between a situation in which a vendor surrenders 
possession, but retains title for his protection and one in which he parts 
with his title, but takes a mortgage on the property for his protection” 
exceeds the provisions of the statute and is invalid. 


If a stock or bond is sold or exchanged before redemption takes place, 
the percentages of gain subject to tax based upon the time the investment 
has been held (see Section 117) apply. On the other hand, if a stock or 
bond has become worthless they should not be sold, as to do so would bring 
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them within the provisions of Section 117 limiting the deduction of net capital 
losses to $2,000, whereas a loss incurred because of worthlessness is deductible 
in full. 


The Revenue Laws provide that almost every conceivable item of 
income or gain has to be included in “gross income”. In considering “deduc- 
tions from gross income”, however, only those mentioned in the Act can 
be claimed. Often a doubt arises as to whether a particular expense may 
be claimed as a deduction. Where an unusual situation exists it is necessary 
to consider whether the expense in question is an ordinary and necessary 
expense. If the expenditure is considered in that light all doubt is often 
removed. In the fewer instances where there is good ground for holding 
the expense item under question to be a necessity to the particular business, 
the taxpayer may be well advised to claim the deduction, provided he is 
prepared to support his view in case the Department attempts to disallow 
the deduction. An example of extraordinary expenses that are always 
disallowed by the Treasury Department are expenses of organization or of 
reorganization or recapitalization. I am not aware that the disallowance 
of organization expenses has ever been carried to the higher courts, but in 
my opinion such expenses should be allowed as deductions from taxable 
income on the ground that they have to be incurred by practically all 
corporations and are necessary to enable a corporation to be formed, and 
thus should be regarded as ordinary and necessary expenses. 


There is one type of deducton that has not received much consideration 
by the smaller companies. I refer to the provision contained in Section 
23(p) which permits “an employer establishing or maintaining a pension 
trust to provide for the payment of reasonable pensions to his employees” 
to deduct, in addition to the current year’s contribution to such trust to cover 
the pension liability accruing during the year, a reasonable additional amount 
transferred or paid into such trust during the taxable year, provided such 
additional contribution to the trust is apportioned in equal parts over a 
period of ten consecutive years, beginning with the year in which the 
transfer or payment is made. My attention has been drawn to a plan 
sponsored by an insurance company under which a deed of trust, drawn 
up in accordance with a resolution of a board of directors, creates a pension 
trust to be headed by two or more trustees, who may be company executives, 
and giving the trustees wide latitude except as to disposition of the trust 
funds, which must be held by the trustees on behalf of the employees, 
designated preferably by the amount of salary or wages paid them. For 
example, the beneficiaries of the trust fund might be designated as all officers 
and employees receiving $3,000 or more per annum and having at least five 
years’ length of service with the corporation. Participation in the trust may 
be upon the basis of (a) a fixed percentage of the salary or wages (b) provide 
for retirement at a given age at a stated percentage of the salary received 
in the year of retirement and (c) the pension be payable at an amount 
equal to the stated percentage of the salary mentioned in (a) multiplied 
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by the number of years of service with the company. It is suggested that 
the principal of the trust fund be invested with the insurance company in 
payment of premium on annuities, either for the entire group of employees 
or in part made applicable to individual participants. The trust deed would 
specify the share of the fund to be distributed to employees upon retirement, 
or severance of service, or at death. Reasonable additions to such a trust 
fund would be deductible by corporations for tax purposes; the fund itself 
would not be subject to income tax, and under Section 22(b)2 the pension 
paid would only be subject to inclusion in the beneficiaries’ taxable income 
to the extent of 3 per cent of the aggregate premiums or consideration paid 
by the individual into the trust fund during his or her membership. Once 
the sum of amounts annually excluded from taxable income equal the total 
aggregate payments by the beneficiary to the fund, the entire annual pension 
would be taxable. 

As regards the deduction for depreciation, every taxpayer knows that 
he can claim as a deduction a reasonable allowance for the exhaustion, wear 
and tear of property used in trade of business, including a reasonable allow- 
ance for obsolescence. Under the provisions of Section 113(b), in determin- 
ing the loss or gain from the sale or other disposition of property, whenever 
acquired, adjustment has to be made for exhaustion, wear and tear, obso- 
lescence, amortization and depletion to the extent sustained in respect of 
any period prior to March 1, 1913, and also to the extent allowed but not 
less than the amount allowable under the current or prior Revenue Acts, 
in respect of any period since February 28, 1913. 


Since the passage of the Revenue Act of 1934, an individual taxpayer 
need only include in his taxable income that percentage of any profit realized 
and can deduct only that percentage of loss incurred, stated in Section 117(a), 
according to the period of time the capital asset has been held. Failure to 
claim a deduction for proper depreciation will thus not permit of a higher 
base tor determination of the gain or loss on sale or exchange of the capital 
asset, but may cause greater tax to be paid than is necessary, due to the 
fact that the proper allowance for depreciation of the current year, if claimed, 
is deductible in full. Thus while to deduct the current year’s depreciation 
may result in the taxable gain being greater, or the loss less than if no 
depreciation is claimed, the difference between the profit to be taken into 
account and the amount of deductible depreciation or the increase in the loss 
incurred by reason of claiming the current year’s depreciation, will operate 
to reduce net taxable income. The saving of tax will be substantial if the 
depreciation of the particular year is also substantial in amount. 


In order to minimize the surtax on the undistributed profits of corpora- 
tions, dividends will in some cases be paid by distributing securities held by 
the corporation in lieu of cash. Where this course is adopted the dividend 
should be declared payable in kind if the securities have appreciated in value 
while held by the corporation. In other words, the resolution of the board 
of directors should be so worded as to effect a distribution to each stockholder 
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of so many shares of the security to be distributed, and no reference should 
be made to the cost of such securities in the hands of the corporation or to 
their market value at the time they are distributed as a dividend. If a 
dividend of so much per share is declared, payable in named securities, the 
corporation would have a taxable gain if the market value of the securities 
exceeded the cost basis in the hands of the corporation. If the market value 
was lower than the cost, no loss could be claimed by the corporation by 
reason of the declaration of a dividend in kind. 


Under recent acts of Congress we have seen taxes paid that have later 
been declared by the courts to be illegal impositions and thus would be 
refundable if it were not for restrictions imposed by Congress making the 
obtaining of refunds next to impossible. In considering this question it has 
been held that if an illegal tax is paid and a refund is denied the taxpayer, 
the latter is entitled to claim as a deduction the amount of the illegal tax 
actually paid. I have seen it stated that there is legal ground for holding 
that the provision of the 1936 law placing restrictions on the refund of taxes 
paid and subsequently held to be illegal, is itself unconstitutional, inasmuch 
as it deprives taxpayers of their rights without due process. It is to be 
expected that this question will ultimately find its way to the Supreme Court 
for final decision. 

The question as to when a taxpayer must exercise one of the options 
permitted to him in the Revenue Act is often very important. The following 
decision of the Board of Tax Appeals (Docket No. 79,130, promulgated 
October 20, 1936) as to when the option was exercised to claim a credit 
against American tax for taxes paid to a foreign government or of claiming 
a deduction from taxable income of such taxes, will, I believe, be of far- 
reaching effect in the future. 


The petitioner, a citizen of the United States, resident in Quebec, Canada, 
filed an income tax return for 1932 showing no taxable income. The Com- 
missioner, in auditing the return, disallowed a claimed net loss of the prior 
year in determining a taxable income of $29,193.48. Thereupon the petitioner 
filed an amended return in which he claimed credit under Section 131 of the 
Revenue Act of 1932 for income taxes due the Canadian Government for 
that year. The claim for credit was disallowed by the Commissioner as it 
had not been made at the time of filing the original return. 


Notwithstanding that the applicable Revenue Act, Section 131(a) pro- 
vides that a credit for foreign tax paid or accrued shall be allowed only if 
the taxpayer signifies in his return his desire to have the benefits of Section 
131, and his original return did not claim either a deduction or credit for 
Canadian taxes, the Board of Tax Appeals held, since it was not until the 
Commissioner determined that there was a tax due on the return, that the 
taxpayer had occasion to signify his desire to have the benefits of Section 131, 
and as the alternative claim for credit and amended return would have been 
timely if offered at a hearing before the Board to determine the tax liability 
for 1932, and as the statute does not fix a definite time for claiming the credit, 
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the Commissioner erred in not accepting the amended return filed ior 1932 
and allowing the credit for Canadian tax accrued in that year and paid in 
1933. Thus a judgment of no deficiency was entered for the petitioner as 
the Board stated, “statutes should be construed in such manner as to avoid 
absurdity or injustice”. 


Time does not permit of my covering all the important decisions of the 
past year and I do not think it would serve a useful purpose if I did. The 
purpose I have had in mind in this address is to mention some of those 
principles that each of you should know if you are to adequately serve your 
clients’ interests, and to stimulate you to correctly apply the fundamental 
knowledge you have gained in your tax practice. To do this will require 
that you keep up with the interpretations of the law as constantly being 
made in the courts and in departmental rulings, always keeping in mind 
that success in tax practice is not based so much on what one knows about 
the tax law as it lies in the ability to readily apply one’s knowledge. As an 
aid to doing this, there is nothing better than a good tax service, provided 
you glance over the weekly executive sheets as they are received, and read 
in more detail the important matters summarized therein. Only by such 
application would you know, without having to look it up, that, for example, 
in cases where no proper inventory is in existence the courts will not uphold 
the Commissioner in seeking to change the basis of a return, filed on the 
cash receipts and disbursement basis, to the accrual basis. 
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The Corporate Surtax on Undistributed Profits 
Imposed by The Revenue Act of 1936 


By NicHoias SAuvaTore, C. P. A. 


Introduction 

F the many important tax changes brought about by the enactment of 
The Revenue Act of 1936, the most important is the new provision 
imposing a corporate surtax on undistributed profits. This tax was first 
sponsored in the hope that it would not only increase revenue by inducing 
corporations to make liberal dividend distributions to stockholders but would 
also simplify the Federal corporate tax structure by making this tax the main 
source of Federal revenue to be derived from corporations. Simplification 
has not been attained partly because of the retention of other Federal cor- 
porate taxes but mainly due to the latent ambiguities of the law and regula- 
tions. In its application to every-day business affairs the tax has turned out 
to be one of the most complicated in our experience. It will, however, be 

instrumental in raising considerable additional revenue. 
The new corporate surtax on undistributed profits is imposed by Section 
14 of The Revenue Act of 1936 and is effective for taxable years commencing 
after December 31, 1935. It is designed to make corporations distribute their 
net profits (and thereby subject them to tax to the stockholders) by imposing 
a surtax to the corporation on profits not distributed. In many cases it will 
have the effect of forcing the distribution of dividends. It is in addition to the 
corporate normal tax, the excess profits tax, the capital stock tax and the sur- 
tax on corporations improperly accumulating surplus. Although termed a 
tax on undistributed profits, it is a surtax based on the current year’s undis- 

tributed net income and not a tax on prior year’s surplus. 


Control of Surtax 

The tax is mainly within the control of the corporation and can be 
avoided in many cases. The corporate adjusted net income which will later 
be defined, is taxable either to the corporation or to the shareholder; to the 
extent that it is distributed as a dividend it is taxable to the shareholder and 
to the extent that it is undistributed it is taxable to the corporation. The 
corporation, therefore, can avoid the tax in whole or in part by distributing 
as a dividend all or a part of its adjusted net income. In ordinary circum- 
stances, it cannot be free from tax to both the corporation and the share- 
holder. In this connection, it should be remembered that even though the 
adjusted net income is subjected to surtax to the corporation in one year it 
will also be taxable to the shareholders as a dividend when it is distributed 
to them in a subsequent year. 

In considering the extent to which the adjusted net income should be 
distributed as a dividend to shareholders, the combined tax effect of such a 
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distribution to both the corporation and the shareholders should be weighed 
to develop the minimum aggregate tax liability. This, of course, will be 
practicable only in the case of closely held corporations. 


Imposition of Surtax 

The surtax is imposed, at graduated rates ranging from 7 to 27 per cent, 
on the adjusted net income of a corporation but in an amount measured by 
the undistributed net income. It will be necessary to define “adjusted net 
income” and “undistributed net income” before proceeding further. Adjusted 
net income is the statutory net income (which now includes all dividends 
received) minus (a) the corporation normal tax, (b) the credit relating to 
interest on certain Government obligations, and (c) a special credit granted 
to bank affiliates and national mortgage associations. Undistributed net 
income is the adjusted net income minus the sum of the dividends paid credit 
provided in Section 27 and the credit provided in Section 26(c) relating to 
contracts restricting dividends. In most cases, the undistributed net income 
will represent taxable net income less both the normal tax thereon and the 
amount of dividends paid. 

Specific Credit 

If the adjusted net income is less than $50,000 a specific credit is allowed, 

the effect of which is to reduce the surtax slightly. 


Exemption from Tax 

The surtax on undistributed profits is not imposed on (a) banks, (b) 
domestic corporations in bankruptcy or in receivership, (c) insurance com- 
panies, (d) foreign corporations, (e) corporations entitled to the benefits of 
Section 251 (Income from sources within possessions of United States), (f) 
China Trade Act corporations, and (g) joint stock land banks. Exempt 
corporations not subject to income tax are also exempt from the surtax on 
undistributed profits. 


Credit for Dividend Paid and Contracts Restricting Dividends 
The most involved and important divisions of this entire subject are 
Section 27 providing for the credit for dividends paid and Section 26(c) 
relating to contracts restricting payment of dividends. I shall first take up 
for discussion the dividends paid credit. 


Dividends Paid Credit in General 

The dividends paid credit is the amount of dividends paid during the 
taxable year. The term “dividend” means a distribution out of earnings or 
profits accumulated after February 28, 1913, or out of the earnings or profits 
of the taxable year without regard to the amount of earnings and profits at 
the time of distribution. Dividends can be paid not only in cash, but also (a) in 
property (including stock of the corporation if held by the corporation as an 
investment), (b) in obligations of the corporation and (c) in taxable stock 
dividends. Dividend distributions to be effective as dividends paid must be pro rata, 
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equal in amount, and with no preference to any share of stock as compared with 
other shares of the same class. Amounts distributed in liquidation which are 
properly chargeable to the earnings or profits accumulated after February 
28, 1913, are also treated as taxable dividends paid. Where a corporation 
redeems its own stock in such a manner as to make the distribution and 
cancellation or redemption in whole or in part essentially equivalent to the 
distribution of a taxable dividend, to that extent the amount is treated as a 
taxable dividend and a dividends paid credit. 

The taxpayer’s method of accounting is immaterial with respect to the 
computation of the dividends paid credit; the credit is computed on the basis 
of actual payment whether the taxpayer employs the cash or accrual method 
of accounting. 

Dividends declared during the taxable year but not paid until the follow- 
ing year are allowed as a credit in the year of payment and not in the year 
of declaration. Corporations on a calendar year basis which declared divi- 
dends in 1935 payable in 1936 will be allowed a dividends paid credit in 1936 
although such dividends were charged to surplus in 1935. Corporations on 
a calendar year basis which have been paying dividends in January can 
secure a tax advantage by advancing the dividend payment date to December. 
Since the surtax on undistributed profits is not applicable to corporations 
with fiscal years ending in 1936, corporations with fiscal years ending Novem- 
ber 30, 1936, can profitably postpone the payment of dividends until after the 
close of their fiscal year in order that such dividend payments may be used 
as a credit during the 1937 fiscal year. 

If more dividends are paid within the year than are necessary to avoid 
the surtax, the excess may be carried forward to the two following years. 
Dividends paid are applied in the following order: 


1. The amount paid within the current year. 

2. Any carry-over from the second preceding year which was not applied 

in the next preceding year. 

3. Any carry-over from the immediately preceding year. 

No credit is allowable for dividends paid by a corporation prior to its first 
taxable year under the 1936 Act. 

The regulations provide that a dividend will be considered as paid when 
it is received by the shareholder. A dividends paid credit will not be allowed 
unless the shareholder receives the dividend during the taxable year for which 
the credit is claimed. Where a dividend check is mailed at such a time that 
there is a reasonable expectation that the stockholder will receive it within 
the taxable year, a presumption arises that the dividend was paid to the 
shareholder in such year. Since a debt is not legally paid where a check 
is mailed until the check is presented and honored by the bank, the Com- 
missioner’s regulations in this respect seem liberal, but to avoid question, 
corporations which have been accustomed to paying their dividends close to 
the end of the year should advance the dividend date. 
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Dividends in Kind 


If a dividend is paid in property other than money the dividends paid 
credit with respect thereto is the adjusted basis of the property in the hands 
of the corporation or the fair market value of the property, whichever is the 
lower. The stockholder, however, is required to report the dividend as 
income at its fair market value. Dividends in kind are most advantageous 
where corporate assets have appreciated in value because the appreciation 
can be passed on to the stockholders without the gain being taxed to the 
corporation. Although the dividends paid credit to the corporation will be 
limited to the adjusted basis of the property, the stockholders will receive 
property at an appreciated value which they will include in their returns as 
a dividend at such value. Where corporate property has depreciated in 
value, it should be sold and not distributed as a dividend in kind in order 
that the corporation might obtain the benefit of the loss, especially where the 
corporation has offsetting capital gains. 


Dividends in Obligations of the Corporation 


If a dividend is paid in obligations of the corporation, the amount of the 
dividends paid credit with respect thereto is the face value of the obligation 
or its fair market value at the time of payment, whichever is the lower. At 
the time of reacquisition, retirement or redemption of such obligations by the 
corporation a further dividends paid credit will be allowed, provided the 
amount at which the obligations are redeemed exceeds the amount previously 
taken as a dividends paid credit; subject to the further restriction that this 
excess shall be diminished by any amounts allowable as deductions (for 
amortization of bond discount or expense, allocable to the obligations re- 
deemed) in computing net income of the corporation for any taxable year. 
The term “obligations” means any legal liability on the part of the corpora- 
tion to pay a fixed or determinable sum of money, evidenced in writing 
executed by the corporation. 


The payment of a dividend in obligations of the corporation develops a 
tax advantage since interest subsequently paid on such obligations is allow- 
able as an expense for the purpose of determining net income. With respect 
to this type of dividend payment, the regulations state that the obligations 
should be entered or registered in the taxable year on the books of the cor- 
poration in the name of the shareholder (or his nominee or transferee) and, 
in cases where payable to bearer should actually be received in the taxable 
year by the shareholder (or his nominee or transferee). The distribution of 
dividends in obligations of a corporation described as ‘“‘debenture preferred 
stock” is not recommended. Such obligations should be described as deben- 
tures, notes or bonds to avoid question as to whether it is an obligation of 
the corporation. 


Taxable Stock Dividends and Stock Rights 


Prior income tax laws provided that stock dividends should not be 
subject to tax. The 1936 Act has modified this provision to some extent. 
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Section 115(f) of the 1936 Act now states that a distribution made by a 
corporation to its shareholders in its stock or in rights to acquire its stock, 
shall not be treated as a dividend to the extent that it does not constitute 
income to the shareholder within the meaning of the Sixteenth Amendment 
to the Constitution. The law does not state what stock dividends or stock 
rights do not constitute income within the meaning of the Sixteenth Amend- 
ment. However, the regulations state that the distinction between a stock 
dividend which does not, and one which does, constitute income to the share- 
holder within the meaning of the Sixteenth Amendment, is the distinction 
between a stock dividend which works no change in the corporate entity (the 
same interest in the same corporation being represented after the distribution 
by more shares of precisely the same character) and a stock dividend where 
there has been either a change of corporate entity or a change in the nature 
of the shares issued as dividends whereby the proportional interest of the 
shareholder after the distribution is essentially different from his former 
interest. 


In Eisner vs. Macomber, 252 U. S. 189, the United States Supreme Court 
held that a dividend paid by a corporation on its common stock by issuing 
to its stockholders additional common stock was not income within the 
meaning of the Sixteenth Amendment and therefore not taxable. In Kosh- 
land vs. Helvering, 56 S. Ct. 767, the Supreme Court held that where preferred 
stockholders received a dividend in common stock, they received income 
which could be taxed under the Sixteenth Amendment, the court stating, 
“where a stock dividend gives the stockholder an interest different from that 
which his former stockholding represented, he receives income.” In August 
Horrmann vs. Commissioner, 34 BTA No. 180, the Board held that when a 
corporation has only common stock outstanding and authorizes the issuance 
of preferred stock and such preferred stock is issued as a dividend on the 
common, the distribution is not a taxable dividend. On the basis of the 
foregoing cases, it would appear that stock dividends may be classified as to 
taxability, as follows: 


Non-taxable: 


Common stock on common stock. 


Preferred stock on common stock, where preferred is a new issue and 
common was the only stock outstanding prior to the distribution. 


Preferred stock on common stock, or vice versa, where both classes 
were outstanding and were held proportionately by the same stock- 
holders. 


Taxable: 

Preferred stock on common stock, or vice versa, where both classes are 
outstanding, but are not held by the same stockholders. 

In connection with the taxability of rights, it has been held by the 
Supreme Court, in Miles vs. Safe Deposit and Trust Co. of Baltimore, 259 U. S. 
247, that a right to subscribe for new stock is analogous to a stock dividend. 
Accordingly, the foregoing rules will apply equally to stock rights. 
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Section 115({) also provides that whenever a distribution is, at the elec- 
tion of the stockholders, payable either in a non-taxable form (such as a true 
stock dividend) or in a taxable form (such as cash), then the distribution 
constitutes a taxable dividend to all stockholders, regardless of the medium 
in which paid. 


A question arises as to whether common stockholders who receive the 
option of taking a dividend either in common stock or in cash receive a tax- 
able dividend where they all take stock. Since the proportionate interests 
of the stockholders remain unchanged and there is no severance of property 
from the corporation, the stockholders might be able successfully to resist 
being taxed on the dividend despite the provisions of Section 115(f)(2) of 
the 1936 Act. The same problem could arise where a corporation with only 
one class of stock outstanding distributes its own stock which it had held 
as an investment as a dividend in kind. Since after such a distribution each 
holder of outstanding stock has exactly the same proportionate interest in 
the assets as he had before the distribution, there is much doubt whether 
such a distribution would constitute a dividends paid credit to the corpora- 
tion and a taxable dividend to the shareholders. 


Distributions in Liquidation as Dividends Paid Credit 


The elimination of consolidated returns of corporations (excepting rail- 
roads) and the inclusion of inter-company dividends in the normal tax and 
the surtax bases to the extent of 15 per cent and 100 per cent respectively, 
has stimulated the dissolution of many subsidiary companies. Under the 
1934 Act, gain or loss was recognized upon liquidation of a controlled sub- 
sidiary. The 1935 Act provided that no gain or loss would be recognized 
upon the receipt of property other than money in such liquidation but the 
basis of the property received (provided no cash were involved) would be 
the same as the basis of the parent’s investment in the subsidiary. The 1936 
Act provides that no gain or loss is recognized upon the dissolution of a 
controlled subsidiary and the basis of the property to the subsidiary becomes 
the basis to the parent. These provisions of the 1936 Act have simplified the 
dissolution of controlled companies. On the other hand Sub-sections 27(f) 
and 27(h) of the 1936 Act have created a vexing problem. Sub-section 27(f) 
states that in the case of amounts distributed in liquidation the part of such 
distribution which is properly chargeable to the earnings or profits accumu- 
lated after February 28, 1913 shall, for the purposes of computing the divi- 
dends paid credit, be treated as a taxable dividend paid. Under this section 
it would appear unnecessary for a subsidiary to pay dividends prior to disso- 
lution to avoid the surtax on its current year’s undistributed profits as it 
would receive a dividends paid credit to the extent that amounts distributed 
in liquidation were chargeable to earnings or profits accumulated after 
February 28, 1913. However, Sub-section 27(h), designated “non-taxable 
distributions”, provides that if any part of a distribution is not a taxable 
dividend in the hands of the shareholders, no dividends paid credit shall be 
allowed with respect to such part. These two Sub-divisions of Section 27 
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certainly appear conflicting. While there is no indication in the former that 
the distribution in liquidation must be a taxable one, the latter clearly pro- 
vides that no credit is allowable unless the distribution is a taxable dividend 
in the hands of the shareholders. Accordingly, there is considerable doubt 
as to the allowability of any dividends paid credit upon the complete tax 
free liquidation of a controlled subsidiary. The question is a legal one and 
is beyond the scope of an accountant to decide. However, the Commissioner, 
in his regulations, has resolved the apparent doubt in his favor by limiting 
the dividends paid credit to cases where a liquidation distribution results in 
a taxable transaction. The Commissioner states that when distributions in 
liquidation constitute payment in exchange for stock and such distributions 
involve taxable gain or loss to the recipient, the corporation making the 
distribution is entitled to a dividends paid credit to the extent that such 
distribution is properly chargeable against earnings by the liquidating cor- 
poration, even though the method of taxing the distribution in the hands of 
the recipient be that relating to gain or loss on an exchange rather than that 
applied to a taxable dividend. On the other hand, in tax free liquidations, 
the accumulated earnings of the liquidating company are looked upon by the 
Commissioner as intact transfers to the corporation receiving the property, in 
whose hands such earnings, being available for distribution to its stockhold- 
ers, have essentially the same status as earnings derived trom its own opera- 
tions. The regulations state that no dividends paid credit is allowable to the 
distributing corporation on such transactions. The regulations further pro- 
vide that if such a tax free liquidation is effected during the taxable year, 
any dividends paid by the parent corporation after liquidation of the sub- 
sidiary and before the close of the latter’s taxable year may be apportioned 
and allocated to the parent and subsidiary and the portion so allocated to 
the subsidiary may be used in the computation of the dividends paid credit 
allowance to the subsidiary. No such apportionment and allocation will be 
recognized unless a statement giving all pertinent facts and a copy of the 
resolution of the directors of the transferee corporation authorizing the 
apportionment is submitted with the return for the taxable year involved. 
Moreover, such apportionment is subject to approval by the Commissioner. 

In view of the foregoing circumstances it may be advisable in a tax free 
liquidation, as a sort of insurance, to have the subsidiary distribute dividends 
sufficiently in advance of the liquidation, even though the parent would be 
required to include 15 per cent of such dividends as income subject to normal 
tax. However, provided the Commissioner’s regulations are upheld, tax- 
payers in such circumstances can avoid this normal tax on inter-company 
dividends and still escape the surtax on undistributed profits, by making 
application for the apportionment and allocation between the parent and the 
subsidiary of dividends paid by the parent after the liquidation. This 
allocation should be on a proper basis so as to meet with the approval of 
the Commissioner. The parent would have to distribute all the taxable years’ 
earnings of itself and subsidiary to avoid completely the surtax on undis- 
tributed profits to itself and subsidiary. 
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Preferential Distributions 


The regulations provide that before a corporation may be entitled to 
any dividends paid credit, every share of stock of the class to the holders of 
which the distribution is made must be treated the same as every other share 
of stock of that class. The existence of a preference is sufficient to prohibit 
the dividends paid credit, regardless of the fact such preference is exercised 
with the consent of all the shareholders and that the amounts received by 
the shareholders benefited by the preference are taxable to them as dividends. 
The disallowance of the dividends paid credit, where any preference or any 
inequality exists, extends to the entire amount of the distribution and not 
merely to a part of such distribution. 


Records 

Every corporation claiming a dividends paid credit should file with its 
return (a) a true copy of the dividend resolution; and (b) a concise statement 
of the facts relied upon to show payment of the dividend within the taxable 
year, clearly specifying (1) the medium of payment and (2) if not paid in 
money, the fair market value and adjusted basis (or face value, if paid in 
its own obligations) on the date of distribution of the property distributed, 
and the manner in which such fair market value and adjusted basis were 
determined. Cancelled dividend checks and receipts obtained from share- 
holders acknowledging payment of dividends paid otherwise than by check 
need not be filed with the return but should be kept by the corporation as a 
part of its records. 


Contracts Restricting Payment of Dividends 
Where the payment of dividends is restricted by contract, relief from 
the burden of the undistributed profits tax must be sought under Section 
26(c) of the Act. The relief provided in this section is not available under 
every contract which might operate to restrict the payment of dividends, but 
is available, as the regulations state, “only with respect to those provisions 
of written contracts executed by the corporation prior to May 1, 1936, which 
satisfy the conditions prescribed in the Act”. Provisions recognized by the 
Act fall into two classes: 
(1) Those which prohibit to a specified extent the payment of divi- 
dends, and 
(2) Those which relate to the application of a portion of the earnings for 
the year to the discharge of a debt created on or before April 30, 
1936. 
Credit may be obtained only in respect to one such provision. No 
double credit is allowed and when there are more than one of such provisions 
only the largest of the credits is allowable. 


The credit allowable with respect to the provisions prohibiting the 
payment of dividends is an amount equal to the excess of adjusted net 
income over the aggregate of the amounts which can be distributed within 
the taxable year without violating a provision of a written contract executed 
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by the corporation prior to May 1, 1936, which expressly deals with the 
payment of dividends. It should be noted that the Commissioner, in his 
illustration of this credit in the regulations, takes into account the surplus 
at the beginning of the taxable year, so that, in many cases, the credit may 
be nullified. 

The regulations state that if an amount can be distributed within the 
taxable year as a dividend in one form (as, for example, in stock or bonds 
of the corporation) without violating the provisions of a contract, but cannot 
be distributed within the taxable year as a dividend in another form (as, 
in cash), then the amount is one which can be distributed within the taxable 
year as a dividend without violating such provisions and no credit therefor 
is allowable. The same conclusion is drawn if an amount can be distributed 
during the last half of the taxable year without violating the provisions of 
a contract, but cannot be distributed as a dividend during the first half of 
the taxable year without violating such provisions. 


The regulations state that the charter of a corporation does not constitute 
a written contract executed by the corporation within the meaning of the Act. 


The corporate laws of most states permit the payment of dividends only 
out of the excess of assets over liabilities and capital stock (in other words, 
surplus) although some states permit the payment of dividends out of current 
earnings despite the existence of a net book deficit. Where corporations 
have adjusted net income during the taxable year, have paid no dividends 
during the year and have a deficit at the end of the year, hope has emanated 
from many quarters that if such corporations are organized under State laws 
which prohibit the payment of dividends while a deficit exists, that relief 
can be secured by virtue of the corporate charter. 


Whether or not the Commissioner is correct in stating that the charter 
of a corporation does not constitute a written contract executed by the cor- 
poration within the meaning of the Act, is a legal question which will have 
to be ruled upon by the courts. Until such question is decided by the courts 
and since the Commissioner has already ruled that the corporate charter will 
grant no relief, efficient management will no doubt find ways and means of 
avoiding the surtax where under state law the corporation is not permitted 
to make a dividend distribution. In many cases, the problem can be solved, 
under the Act, by a statutory reduction of capital or a contribution by the 
stockholders to surplus so as to make it possible for the corporation to pay 
dividends. Even in such cases, questions will certainly arise as to the 
validity of the provisions of Section 115(a) defining a dividend to include a 
distribution out of earnings or profits of the taxable year without regard to 
the amount of the earnings and profits at the time the distribution is made. 
The shareholders would be receiving a return of capital and if it is finally 
held not to be a taxable dividend, the distributing corporation may be denied 
the benefit of the dividends paid credit. 


In relation to contracts dealing with the disposition of earnings and 
profits of the taxable year in discharge of a debt, the credit is limited to that 


| 
| 
| 


amount which is actually so paid or irrevocably set aside during the taxable 
year pursuant to the requirements of such a contract. In order that a credit 
may be claimed, the contract must expressly deal with the disposition of 
earnings and profits of the taxable year. It is not sufficient, for example, 
that a bond contract require (a) periodic sinking-fund contributions, (b) 
periodic retirement of a stated amount or proportion of bonds, or (c) sinking 
fund payments in proportion to gross income or in proportion to quantity 
of natural resources consumed in operations. Shareholders are not con- 
sidered creditors. No relief is therefore granted for provisions requiring the 
retirement of preferred stock. 


Conclusion 


As previously stated, the tax is mainly within the control of corporations 
and can be avoided in many cases. Corporations, however, are compelled 
to estimate their statutory net income before the end of the year to determine 
the amount of dividends to be paid during the year to escape the surtax. We 
all know that many corporations are not in a position to estimate correctly 
the statutory net income until after the close of the year and many will be 
unable to determine such net income for many years by reason of controver- 
sies with the Bureau of Internal Revenue. Nevertheless, in most cases a 
fairly accurate estimate can be made before the end of the year but the 
problem must be considered promptly, in a systematic manner, and not left 
until close to the end of the year. 


However, while it is advisable for a corporation to adjust its dividend 
policy with a view to minimizing taxes, it is dangerous to take only this 
consideration into account. Corporation executives and their advisors should 
not forget that the most important factor in deciding upon the dividend 
policy is the financial condition of the corporation and they should be careful 
not to pay a dividend, however badly needed for tax purposes, in such a form 
as to jeopardize the corporation’s economic position. The inherent rights 
of all shareholders should be protected. 


Where the financial position of a corporation permits liberal dividend 
distributions, the surtax can be completely avoided by paying dividends 
during the year in excess of the estimated adjusted net income. Such excess 
would not be lost as a dividends paid credit by virtue of the dividends 
carry-over provision of the Act. 


In the case of an affiliated group the adjusted net income of each member 
should, of course, be estimated separately, starting from the bottom company 
and working up to the parent. 


In the computation of the estimated adjusted net income corporate offi- 
cers should bear in mind the distinction between statutory net income and 
net income in fact. Thus a corporation might have net profits from opera- 
tions of $50,000 and capital net losses of $50,000; its net income in fact would 
be nil but its statutory net income would be $48,000. 

There will be many corporations whose adjusted net income can be 
estimated with a reasonable degree of accuracy but whose insufficient work- 
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ing capital will not permit the payment of dividends in cash. Ordinarily this 
should not be a deterrent to the payment of dividends since the corporation 
can retain its earnings in its treasury by paying dividends in the form of 
taxable stock dividends or of obligations of the company. In some cases 
it may even be advisable to borrow money to pay dividends and thereby 
avoid the corporate surtax. 


In the case of affiliated companies and close corporations where current 
accounts are maintained with their stockholders, it is advisable to pay cash 
dividends by check rather than by credit to the current accounts to avoid 
the question of whether or not the shareholders were in constructive receipt 
of the dividend during the taxable year. 


In determining whether it would be more profitable from the viewpoint 
of the corporation and its shareholders to retain all or a part of the adjusted 
net income, the provisions of Section 102 providing for a surtax on improper 
accumulation of surplus should not be overlooked. As a matter of fact, it 
may develop in some instances that the aggregate tax liability of a corpora- 
tion and its shareholders will be lower by making no distributions even 
though Section 102 is applied. 


Now that we have had time to digest the various phases of the 1936 Act, 
it is beginning to appear that the present corporate normal and surtax rates 
are not as onerous as originally believed. The combined maximum normal 
tax and surtax on undistributed profits is about 32 per cent of statutory net 
income. While this is far in excess of previous rates and perhaps too severe 
a burden upon most corporations, it is not high enough in many cases to 
force the distribution of dividends, particularly since the maximum corporate 
surtax aggregates only 20% per cent of the undistributed net income. 


With regard to the regulations, it was inevitable that the Commissioner 
to begin with should have construed the law favorably to the Government. 
Many taxpayers, however, will not accept the Treasury Department’s inter- 
pretation as conclusive but will resolve doubtful points in their own favor. 
The regulations leave questions open for just litigation and the final inter- 
pretation of doubtful issues will rest with the courts. 


There are still five weeks left within which to consider surtax problems 
for calendar year corporations and much can be accomplished during this 
period. Certified public accountants have no doubt by this time ascertained 
whether their clients have taken the necessary protective steps to keep 
aggregate taxes down to a minimum. Where this has not been done, how- 
ever, the client’s attention should be drawn to the immediate need of 
estimating the net income for undistributed profits tax purposes. The 
accountant who fails to ascertain whether the client has taken the necessary 
precautionary measures before the end of the year could be justly criticized. 
In many instances legal questions will arise and in such cases, accountants 
can secure the best results by considering the problems with both the cor- 
poration’s officers and attorneys. 


TODAY, the handling of payroll 
records requires speedy, efficient 
methods if two important results are 
to be obtained. First, the records 
must be made in sufficient detail to 
permit giving complete reports 
to state and federal government 
agencies. Second, from a stand- 
point of economy, all the records 
should be completed before pay- 
day without additional clerks or 
overtime work by the regular force. 

This particular National Sys- 
tem meets these requirements. It 


provides the data needed for govern- 
ment reports and also overcomes the 
obstacles to fast, efficient payroll 
preparation. All the records are 
made at one operation and, there- 
fore, are the same; the figures are 
machine-printed and easily legible; 
the computations are automatic and 
mechanically accurate. 

Call the local National represen- 
tative. A demonstration of the Na- 
tional Typewriting-Bookkeeping 
Machine for Payroll Records will 


not obligate you in any way. 


Cash Registers * Typewriting-Bookkeeping Machines * Posting Machines ¢ Bank-Bookkeeping Machines 
Check-Writingand Signing Machines © Analysis Machines * Postage Meter Machines ¢ Correct Posture Chairs 
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Automatically, this machine pre- 
pares reports from punched cards. 


Speed up the preparation of 
SOCIAL SECURITY RECORDS 


Accountants seeking a means of aid- 
ing their clients to apply accuracy and 
greater speed to the preparation of 
Social Security records and reports 
should investigate the advantages now 
offered by the punched card method 
of accounting. 


Through the medium of punched 
cards and International Electric Book- 
keeping and Accounting Machines, 
you can provide your clients with ac- 
curate, detailed data. All necessary de- 
ductions are made automatically. The 
punched cards form an available source 
of information from which important 


records and reports can be obtained by 
electrical machine operation at any 
time. 

Consult the IBM Service Bureau 
The advantages of International Elec- 
tric Bookkeeping and Accounting Ma- 
chines are available either through a 
permanent installation, or by utilizing 
the facilities of the IBM Service 
Bureau. This Bureau is fully equipped 
and is anxious to cooperate with you 
in any way. Branches located in prin- 
cipal cities. Your local IBM repre- 
sentative will give you detailed infor- 
mation. Get in touch with him today. 


General Offices 
270 Broadway, New York, N. Y. 


Branch Offices in Principal 
Cities of the World 
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NEW TAX SAVING TECHNIQUE 


presen have become the most complicated expense element of many business or- 
ganizations, and one of the largest. Overlapping multiple taxes imposed by 
Federal, State, and local Governments cause disastrous overpayments of taxes in 
many cases which could readily be avoided by a competent preview of tax conse- 
quences and intelligent planning. 


PLANNING FOR TAX ECONOMY 


By H. Crow, LL.B. 
Member of New York Bar 
and 
U. S. Greene, C. P. A. 
of the States of New York, Indiana and North Carolina 
Member, American Institute of Accountants 

Is a unique reference work which includes the practical methods successfully used 
during almost twenty years of varied and extensive tax experience. 1,088 pages. 


WALDREP-TILSON, INC., 
Suite 904—565 Fifth Ave., New York, N. Y. 

Please send a copy of PLANNING FOR TAX ECONOMY by Crow and Greene. I will remit 
the price of $7.50 (plus a few cents delivery charge), or will return the book within five days, 
without further obligation. (We pay delivery for cash with order, with the same return privilege.) 


Subscriptions 
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Office of the 
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